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United  States 

General  Accounting  Office 

Washington,  D.C.  20548 


General  Government  Division 

B-2419G1 

March  13, 1991 

The  Honorable  Doug  Barnard.  Jr. 

Chairman.  Subcommittee  on  Commerce, 

Consumer,  and  Monetarj-  Affairs 
Committee  on  Government  Operations 
House  of  Representatives 

Dear  Mr.  Chairman: 

This  report  responds  to  your  request  that  we  revic*  the  Internal  Revenue  Service's  program 
fur  detecting  and  pursuing  individuals  who  have  an  income  of  over  $100, COO  and  who  fail  to 
file  required  federal  tax  returns.  It  shows  that  the  Service  needs  to  improve  this  program  to 
make  sure  that  the  nation's  voluntary  tax  assessment  syston  remains  strong. 

As  aiTanged  with  theSubcommitt.  r,  unless  you  publidy  announce  its  contents  earlier,  we 
plan  no  further  distribution  of  the  report  until  30  days  from  the  date  of  issuance.  At  that 
time  we  will  send  copies  to  the  Secretary  of  the  Treasury;  the  Commissioner  of  Internal 
Revenue:  the  Director.  Office  of  Management  and  Budget;  and  other  Interested  parties. 

Major  contributors  to  this  report  are  listed  in  appendix  ID.  If  you  have  any  questions,  please 
call  me  on  (202)  272-7904. 

Sincerely  yours. 


Paul  L.  Posner 
Associate  Director 
Tax  Policy  and 
Administration  issues 
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Purpose 
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Background 


The  Internal  Revenue  Serv  ice  (iKS)  estimates  that  $7  billion  in  1^7  fed¬ 
eral  taxes  were  not  paid  because  people  did  not  file  required  income  tax 
returns,  no.  identified  over  4  million  potential  individual  ia>nniers  in 
1987.  which  was  the  mtist  recent  year  being  investigated  when  GAOdid 
its  review.  This  number  represents  a  24'percent  increase  in  the  number 
of  potential  nonfilers  since  1985.  The  1987  nonfilers  included  about 
40.000  whose  annual  income  exceeded  $100,000;  these  are  high-inc<wne 
nonfilers. 

The  Chairman  of  the  Subcommittee  on  Commerce,  Consumer,  and  Mone¬ 
tary  Affairs.  House  Committee  on  Government  Operations,  expressed 
concern  about  uts  not  pursuing  high-income  nonfilers.  He  a.sked  gao  to 
determine  whether  iRs  could  investigate  more  of  th«n  and  do  so  more 
effectively. 


iKJ  identifies  potential  nonfilers  when  a  tax  return  cannot  be  found  for 
income  reported  on  information  returns,  such  as  wage  statements  (Form 
\V-2).  IRS  assigns  cases  a  priority-— based  on  the  estimated  tax  yidd — 
that  determines  the  degree  of  res  scrutiny. 

IRS  uses  three  stages  to  investigate  nonfilers.  First,  ns  sends  as  many  as 
four  notices  that  ask  nonfilers  to  file  a  return.  Second,  ns  sends 
unresolved  cases — depending  on  amounts  and  types  of  income — to 
either  ( 1 )  an  automat^  call  site,  where  a  tax  examiner  tries  to  obtain  a 
tax  return,  or  (2)  the  Substitute  for  Return  program,  where  ns  estimates 
taxes  owed,  prepares  a  “substitute”  return  for  the  delinquent  one,  and 
recommends  a  tax  assessment.  In  the  third  stage,  cases  unresolved  at 
automated  call  sites  are  referred  to  an  res  district.  In  the  Automated  Col¬ 
lection  System  and  the  district  offices,  res  may  not  pursue  a  case  with  a 
low  priority.  Rather,  iRS  may  investigate  other  cases,  such  as  those  on 
delinquent  taxes  owed  by  businesses  or  individuals,  that  have  higher 
priorities. 

To  determine  whether  changing  iRs'  three-stage  process  would  produce 
more  returns  and  taxes,  gao  randomly  selected  1,200  of 3,600  high- 
income  nonfiler  cases  at  three  iRs  service  centers.  The  3,600  cases  were 
those  still  unresolved  after  two  notices  were  sent  to  a  universe  of  about 
12.000  cases.  Of  the  1.2(M)  sample  cases,  GAO  asked  iRS  to  experiment  by 
sending  about 

•  300  directly  to  District  revenue  officers. 

•  300  to  .Automated  Collection  System  sites,  and 
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•  300  to  the  Substitute  for  RetuiTis  program. 

The  final  group  of  300  was  used  as  a  control  and  investigated  using  the 
normal  three-stage  process. 


Results^  in  Brief 


GAO  estintates  that  half  of  the  high-income  nonfilers  at  the  three  service 
centers  were  not  investigated  by  district  revenue  officers  or  assessed  a 
tax  in  earlier  stages.  Revenue  officers  did  not  piu^ue  them  because  nes 
understated  the  estimated  yields  from  investigating  them.  Even  if  ms 
correctly  estimated  these  yields,  it  had  too  few  revenue  officers  to  inves¬ 
tigate  many  more  cases. 

IRS  could  investigate  more  high-income  nonfilers  by  using  the  Substitute 
for  Returns  program,  gao’s  test  showred  that  this  method  produced  more 
yield  at  the  lowest  cost  and  created  a  tax  assessment  that  otherwise  was 
unlikely,  gao  believes  an  assessment,  even  if  understated,  is  better  than 
letting  the  nonfiler  escape  a  revenue  officer’s  scrutiny. 

Although  IRS  checks  returns  filed  on  time  for  noncompiiance,  it  does  not 
have  a  systematic  way  to  dteck  for  underreported  income  or  overstated 
deductions  on  delinquent  returns  that  high-income  nonfilers  eventually 
file.  GAO  found  that  none  of  these  delinquent  returns  were  computer 
matched  with  information  returns,  and  few  returns  were  referred  to  the 
Examination  Division  to  be  checked.  However,  nearly  half  of  the  delin¬ 
quent  returns  that  gao  asked  iRS  to  check  had  evidence  of 
noncompiiance. 


IRS  does  not  fully  investigate  high-income  nonfilers,  which  creates  an 
ironic  imbalance.  Unlike  lower  income  nonfilers  in  the  Substitute  for 
Returns  program,  high-income  nonfilers  who  do  not  respond  to  iRS' 
notices  are  not  investigated  or  assessed  taxes.  Even  if  high-income 
nonfilers  eventually  file  tax  returns,  their  returns  receive  less  scrutiny 
than  those  who  file  returns  on  time. 
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Principal  Findings 


IRS  Understates  the 
Priority  of  High-Income 
Cases 


Two  years  after  the  deadline  for  filing  returns,  47  percent  of  the  3,600 
cases  had  not  been  investigated  by  revenue  officers  or  otherwise 
assessed  a  tax.'  Since  iiis  gave  a  high  enough  priority  to  only  2  percent 
of  the  cases,  45  percent  will  continue  to  escape  revenue  officers’  scru¬ 
tiny.  This  situation  occurs  partly  because  iRs’  formula  for  ranking  cases 
to  be  investigated  by  revenue  officers  understates  the  revenue  potaitial 
of  high-income  cases.  (See  pp.  14  and  15.) 

IRS  based  its  formula  for  ranking  cases  on  tax  yields  from  1984  nonfiler 
cases  at  all  income  levels,  not  just  those  over  *100,000.  As  a  result,  tax 
yields  for  lowe.-  income  nonfilers  pulled  down  the  estimated  yield  for 
high-income  nonfiiers.  GAO  found  that  iRS’  estimated  yields  for  high- 
income  cases  were  about  one-third  of  the  actual  average  yield — $2,967 
versus  $7,81 1 .  Had  iRS  separately  estimated  yields  for  high-income  cases 
at  the  three  service  centers,  revenue  officers  would  have  been  assigned 
831  more  cases  to  investigate  at  1989  staff  levels,  resulting  in  an  addi¬ 
tional  $10  million  in  taxes.  (See  pp.  15  and  16.) 

To  pursue  more  high-income  cases,  iRs  would  need  additional  staff.  If  iRS 
separately  estimated  yields  for  high-income  cases  and  sent  them  directly 
to  revenue  officers,  at  1989  staff  levels,  many  cases  would  not  be  inves¬ 
tigated  because  other  Collection  cases  have  higher  estimated  yields.  (See 
pp.  16  and  17.) 


The  Substitute  for  Returns 
Program:  A  Viable 
Alternative 


Given  irs’  limited  revenue  officer  staff,  gao  tested  the  potential  of  refer¬ 
ring  high-iacome  nonfiler  cases  to  the  Substitute  for  Returns  program. 
By  analyzing  sample  cases,  gao  found  that  referring  high-income  cases 
to  the  program  produced  a  higher  yield-to-cost  ratio  than  the  current 
process — $1,716:$!  versus $60:$  1 .  (See  p.  17.) 


IRS  does  not  include  high-incomc  cases  in  the  program  because  irs  said  it 
believes  its  substitute  return  may  undeistate  taxes  owed.  The  program 
uses  information  returns  that  may  not  show  all  the  nonfiler's  income. 
GAO  believes,  however,  that  the  alternative  is  worse — high-income 
nonfilers  escape  any  irs  tax  assessment,  including  them  in  the  program 


'  All  numbers  and  percents  cited  are  estiiiutcs  based  on  sample  results  unless  otherwise  indicated. 
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will  help  assure  that  more  wealthy  nonfilers  pay  their  taxes.  (See  pp.  17 
to  lf>.) 


Delinquent  Returns 
Receive  Less  Scrutiny 
Than  Those  Filed  Tii?iely 


Nearly  12  years  after  gao  recommended  that  ms  check  delinquent 
returns  for  unreported  income,  iRS  still  does  not  do  so.  Unlike  returns 
filed  on  time,  delinquent  returns  from  high-income  nonfilers  are  not 
computer  matched  for  imreported  income  and  are  not  generally  selected 
for  intensive  examinations.  Nor  do  iKs  staff  routinely  review  delinquent 
returns  for  noncompliance.  (See  pp.  21  and  22.) 


GAO  found  that  iie>  needs  to  check  such  delinquent  returns  for  noncom¬ 
pliance.  Nearly  half  of  the  178  delinquent  returns  Gao  asked  Examina¬ 
tion  officials  to  check  had  evidence  of  nuncompliance — 21  with 
unreported  income  and  60  with  overstated  deductions.  However,  Ck>lleo 
tion  staff  referred  only  four  of  these  returns  to  Examination.  Con¬ 
versely.  delinquent  returns  from  lower  income  nonfilers  in  the 
Substitute  for  Returns  program  are  reviewed  for  noncompliance.  (See 
pp.  22  and  23.) 


Recommendations 


To  improve  iRS’  pursuit  of  high-income  nonfiler  cases,  G.xo  recommends 
that  the  Commissioner  of  Internal  Revenue 

separately  estimate  tax  yields  for  high-income  nonfiler  cases  so  more  of 
these  cases  will  be  investigated  by  revenue  officers, 
modify  the  Substitute  for  Return  program  to  include  high-income 
nonfiler  cases  that  would  otherwise  escape  iRS  action,  and 
develop  a  system  to  check  delinquent  returns  from  high-income 
nonfilers  for  noncotnpliance. 


Agency  Comments 


In  con.ments  on  a  draft  of  this  report,  the  Commissioner  of  Internal  Rev¬ 
enue  said  that  irs  could  do  more  to  resolve  high-income  nonfiler  cases. 
He  agreed  to  separately  estimate  tax  yields  and  to  check  delinquent 
returns  for  noncompliance.  Rather  than  include  high-income  cases  in  the 
Substitute  for  Return  program,  however,  he  plans  to  refer  them  to  the 
Examination  Division,  gao  did  not  test  this  option  but  believes  the  con¬ 
cept  may  provide  a  workable  alternative.  (Sec  app.  III.) 
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Chapter  I _ 

Intralaction 


Our  tax  system  relies  on  taxpayers  to  voluntarily  assess  their  tax  lia¬ 
bility.  file  returns,  and  pay  taxes  on  time.  Without  voluntary  compli¬ 
ance.  IKS  cannot  administer  the  nation's  lax  laws. 

SiH.tion  0012  of  the  Internal  Revenue  Code  requires  individuals  to  file 
tax  returns  if  they  meet  certain  gross  income  criteria,  regardless  of 
wheth<jr  they  owe  ta.xes.  People  who  do  not  voluntarily  file  a  return — 
nonfilers — diminish  the  public's  respect  for  our  tax  sj-stem.  .Moreover, 
nonfiling  is  unfair  to  honest  taxpayers  who  must  bear  a  larger  share  of 
the  lax  burden. 

Detecting  and  pursuing  nonfilers  is  imponant.  Unlike  those  who  under¬ 
report  income  or  overstate  deductions  and  credits,  the  nonfiler  does  not 
come  under  the  scrutiny  of  an  iRS  examiner.  A  filed  return  can  be 
checked  for  errors,  omissioas,  or  fraud,  but  a  nonfiler  gives  no  such 
lead  i.  This  repon  examines  IHS’  efforts  to  identify  and  pursue  individual 
nonfilers  with  income  over  $100,000 — high-income  nonfilers. 

In  recent  years,  individuals  have  voluntarily  filed  over  100  million 
income  tax  returns  annually.  However,  ms  annually  identifies  a  few  mil¬ 
lion  individuals  who  may  not  have  voluntarily  filed  required  returns,  ms 
estimates  that  such  individual  nonfilers  caused  over  $7  billion  in  1987 
tax  losses.  This  amount  represents  1 1  percent  of  the  estimated  $64  bil¬ 
lion  gap  between  income  taxes  owed  and  voluntarily  paid  by  individuals 
for  1987. 


Taxpayer  Delinquency 
Investigation  Program 


iRs’  Collc*ction  Division  has  principal  responsibility  for  enforcing  the 
highest  degree  of  compliance  with  the  filing  requirements  of  the  Internal 
Revenue  Code.  As  part  of  its  enforcement  strategy.  Collection  also 
attempts  to  identify  the  reasons  for  nonfiling  and  ways  to  prevent  it. 
One  of  Collection’s  key  programs  to  obtain  delinquent  returns  is  the 
Taxpayer  Delinquency  Investigation  (tw)  program,  which  covers  both 
individual  and  business  nonfilers.  In  addition.  Collection  staff  pursue 
businesses  and  individuals  who  filed  returns  but  owe  additional  taxes — 
account.s  receivable — through  the  Taxpayer  Delinquent  Accounts 
program. 


The  TDi  program  identifies  potential  nunfiler  cases  by  matching  tax¬ 
payers’  returns  with  information  returns  that  shov.’  taxpayers'  income. 
These  information  returns  are  submitted  by  employers  and  payers  of 
income,  such  as  banks  paying  interest.  In  1989,  payers  submitted  almost 
1  billion  information  returns  to  repon  certain  deductions  and  nearly 
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c-\  ery  rafo^orj'  »if  income,  including  wages,  interest,  and  dividends. 

When  the  match — done  by  1RS‘  .Martinshurg  Computing  Center — shows 
income  but  no  corresptmding  tax  return,  a  potential  .nonfiler  case  t'  cre¬ 
ated.  .‘Similarly,  when  the  match  shows  a  filed  return  but  not  all  of  the 
innime  on  the  information  return,  a  potential  underreporter  case  is 
created. 

/ 

For  tax  year  19ST.  such  matching  has  identified  about  24  million  poten¬ 
tial  nonfiler  and  underreporter  cases,  irs  also  identifies  potential 
nonfilcT  cases  by  checking  its  master  file  for  individuals  who  had  filed 
returns  but  then  stopped  filing  tRs  does  not  pursue  all  identified  cases 
because  some  have  little  potential  for  tax  assessments  while  others  have 
ina)mplete  information  on  the  potential  nonfilers. 

Tax  year  1985  is  the  most  recent  year  for  which  iRS  has  nearly  complete 
results  from  its  efforts  to  pursue  nonfilers.  For  that  year,  iRS  identified 
3.4  million  potential  nonfilers  and  spent  about  $63  million  to  investigate 
them.  The  invcstigaticits  resulted  in  obtaining  I.l  million  delinquent 
returns  and  $1.3  billion  in  additional  tax  assessments,  interest,  and  pen¬ 
alties.  For  1985.  unlike  1987.  irs  had  not  broken  out  the  data  by  income 
ranges — that  Ls.  low,  medium,  and  high  income.  Therefore,  iRS  cannot 
y-'t  determine  its  success  in  obtaining  returns  from  low-income  or  high- 
income  nonfilers. 

For  tax  year  1987.  irs  identified  about  4.2  million  potential  nonfilers. 

For  the  reasons  discussed  above,  iRS  either  did  not  investigate  or  merely 
sent  a  reminder  to  file  a  return  to  about  2.4  million.  The  other  1.8  millim 
cases  weir*  sent  to  irs’  service  centers  for  investigatioa  Almost  40.000  of 
these  1987  nonfiie  s  had  high  income — that  is.  over  S  100,000 — reported 
on  information  returns.  For  tax  year  1988,  irs  has  identified  7  percent 
mum  potential  nonfilers  (about  4.5  million)  and  18  percent  more  with 
high  income  (about  47.0(X))  compared  to  1987. 


IRS  Process  for 
Investigating  Individual 
Non  filer  Case.s 


Tlw*  initial  computer  match  between  information  returns  and  tax  returns 
«H.vuis  in  December  of  the  year  returns  are  due.  IKS  makes  additional 
nonfiler  compuu*r  matches  in  March  and  June  of  the  following  year  to 
account  for  those  w  tio  fileo  too  late  to  be  part  of  the  eailier  matches.  For 
lax  year  1987.  the  initial  matches  were  made  in  December  1988,  with 
the  additional  matches  occurring  in  March  and  June  1989. 

.\rtcr  identifying  potential  nonfilers,  :rs  attempts  to  obtain  delinquent 
returi’-s  usutg  a  three-stage  priK-ess.  In  the  first  stage,  the  appropriate  irs 
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siTvico  tenter  sends  as  many  as  four  e'jmputer  generated  uelinqueney 
notices  t<J  nonHlors.  After  each  notice,  the  nonn’er  has  6  to  8  wieeks  to 
either  file  a  return  or  explain  the  reasons  for  not  filing.  Service  centers 
bi'gan  sending  delinquency  notices  for  tax  year  1987  in  June  1989.  The 
final  notices  were  mailed  in  December  1C90. 

In  the  second  stage/nonfiler  cases  that  are  not  resolved  during  the 
notifi  process  are  as.signt'd  to  either  the  Substitute  for  Return  fsFRl  pn> 
gram  or  Automated  Colketion  System  (.vrs)  sites.  ThLs  dteision  dt'pcmds 
on  the  amount  ard  type  of  income  involved. 


The  sm  program  is  authorized  under  Section  6020  of  the  Internal  Rev¬ 
enue  Code.  It  authorizes  the  Secretarj’  of  the  Treasury  or  his  delegate  to 
prepare  lax  returns  for  persons  who  file  a  false  or  fraudulent  return  or 
fail  to  file  a  return.  The  iBS-prepared  return  “substitutes"  for  U»  return 
that  the  taxpayer  should  have  filed  voluntarily. 

In  preparing  a  substitute  return,  iRS  estimates  the  assessed  tax  by  using 
its  information  on  the  nonfller,  including  income  shown  on  information 
returns.  iKs  assumc's  the  nonfiler  is  single  and  uses  the  standard  deduc¬ 
tion.  Then,  over  2  years,  irs  .sends  up  to  six  notices  to  the  nonfiler.  The 
last  two  notiws  show  estimated  taxes,  penalties,  and  interest  owed.  If 
the  nonfiler  fails  to  file,  irs  asses.ses  the  taxes  owed  and  begins  efforts  to 
collect  them. 

.Nonfiler  cases  are  eligible  for  SFR  if  ( 1 )  total  income  is  under  $  100,000; 
(2)  les-s  than  30  percent  of  total  income  is  nonemployee  compensation — 
or  payments  to  self-employed  individuals;  and  (3)  total  income  is 
reported  on  fewer  than  40  information  returns.  For  tax  year  1987, 
almost  1  million  of  the  1.8  million  nonfilers  investigated  were  included 
in  the  sre  program. 

iHs  excludes  ca.ses  with  more  than  $  100.000  in  income  from  .sm  becavoc 
it  believes  that  these  cases  may  be  tcK>  complex  for  iKS  to  prepare  a  sub¬ 
stitute  return.  iKS  e.vcludes  cast's  with  over.3t)  percent  nonemployee 
compensation  or  over  40  information  retuns  because  it  believes  these 
nonfilers  may  have  much  more  income  than  shown  on  information 
returns,  iKS  is  concerried  that  substitute  rt'tums  may  understate  taxc's 
owed. 
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AJso  in  the  second  stage,  iRS  refers  cases  not  eligrble  for  SFR,  such  as 
high-incorr-e  ncr.filers,  to  1  of  21  acs  sites.  Each  siU'  is  a  Collection  office 
that  attempts  to  resolve  nonfiler  cases  through  phone  calls  and  corre¬ 
spondence.  Before  doing  so,  iRS  computes  a  score  of  the  estimated  net 
tax  yield,  which  is  the  tax  owed  less  investigation  costs,  for  each 
nonfiler  case.*  Net  tax  yield  is  Collection's  measure  for  establishing  pri¬ 
orities  among  its  cases,  including  tax  delinquent  account  cases  for  which 
IRS  has  already  assessed  a  tax.  iRS  uses  the  estimated  yield  at  acs  sites 
and  district  offices  to  determine  investigative  priorjties. 

For  those  nonfiler  cases  that  have  a  high  estimated  net  tax  yield  com¬ 
pared  to  other  collection  cases,  ACS  tax  examiners  attempt  to  identify  the 
nonfiler’s  address  and  telephone  number.  If  this  information  is  obtained, 
the  examiner  attempts  to  contact  the  nonfiler  by  telephone  or  lettw  to 
secure  all  delinquent  returns.  Nonfiler  cases  that  have  a  lower  yield  can 
remain  inactive  indefinitely  in  the  acs  inventory.  iRS  did  not  have  data  to 
show  the  average  age  of  nonfiler  cases  in  the  acs  inventory,  but  many 
have  been  unv.-orked  for  a  couple  of  years.  For  example,  we  found 
nonfiler  cases  that  had  been  in  this  inventory  since  1988. 


District  Revenue  Officers  During  the  third  stage,  unresolved  nonfiler  cases  from  acs  are  trans¬ 
ferred  to  an  automated  inventory  at  the  district  office  called  the 
‘'queue”  where — depending  on  the  estimated  tiet  yield — they  may  be 
assigned  to  a  revenue  officer.  If  the  case  is  investigated,  a  revenue 
officer  contacts  the  person  through  telephone  calls,  letters,  or  visits  to 
obtain  the  delinquent  return.  iRS  did  not  have  data  to  show  the  average 
age  of  cases  in  the  queue.  However,  we  found  nonfiler  cases  in  the  queue 
from  tax  year  1980  that  may  never  be  investigated  because  of  their  low 
estimated  yield. 


To  determine  their  demographic  characteristics,  we  analyzed  295  ran¬ 
domly  selected  cases  on  high-income  nonfilers  for  tax  year  1987  from  a 
total  of  3,651  cases  at  three  :«s  service  centers.  Using  iRs’  data,  such  as 
that  from  information  returns,  we  estimate  that 

their  median  income  was  $134,000  and  con.«ii.sted  primarily  of  wages, 
their  average  age  was  46, 

67  percent  filed  jointly,  and 


Who  Were  the 
Income  Nonfilers  in 
1987? 


Automated  Collection 
System  Sites 


'T)iis  score  n  called  the  Resource  and  Workload  Management  System  (RWMS)  score.  IRS  ,'Stiinaan  d 
using  the  average  yield  of  all  closed  cases.  This  report  refers  to  the  RWMS  score  as  "Wt  yield," 
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•  89  percent  did  not  file  a  return  for  2  or  more  years. 

We  al.so  estimate  that  34  percent  were  due  refunds  that  averaged 
S7.000.  This  percentage  is  lower  than  for  people  who  filed  timely  1987 
returns — 75  percent  were  due  refunds.  Appendix  II  has  additional 
details  on  the  characteristics  of  the  high-income  nonfilers. 


Objectives,  Scope,  and 
Methodology 


To  meet  our  objectives,  we  leviewed  iRS  procedures  used  at  iCS  sites,  at 
dislriit  offices,  and  in  the  sfr  program  at  service  centers.  We  also  dis- 
cus.«ca  the  policies,  procedures,  and  priorities  of  the  nonfiler  program 
with  officials  at  the  iRS  national  office. 

H  e  ai*  '..  randomly  selected  a  sample  of  tax  year  1987  high-income 
I'  • .  r  ca-ies  at  three  service  centers  and  asked  iRS  to  investigate  them 
'jsing  diffeienl  methods.  We  focused  on  tax  year  1987  because,  when  we 
selected  our  sample,  it  was  tl>e  most  current  year  that  iRS  was  investi¬ 
gating.  We  selected  the  three  service  centers  on  the  basis  of  their  geo¬ 
graphic  dispersion  and  the  availability  of  our  staff.  iRS  officials  said  the 
procedures  to  investigate  nonfiiers  at  these  thre®  service  centers  are 
typical  of  those  at  others.  (See  app.  1  for  detailed  information  on  sample 
selection  and  statistical  analysis  methods.) 

For  tax  year  1987,  iRS  sent  a  total  of  12,121  potential  high-income 
nonfiler  cases  to  its  service  centers  in  Austin.  Texas;  Cincinnati,  Ohio; 
and  Fresno,  California.  This  number  represents  about  30  percent  of  the 
approximately  40,000  high-income  nonfiler  cases  identified  nationwnde. 
Of  the  1 2, 1 2 1  cases,  iRS  resolved  8,470  (70  percent).  iRS  did  not  yet  have 
data  to  .specifically  show  how  often  it  resolved  the  cases  ''y  obtaining  a 
return  in  the  notice  stage  or  determining  that  no  return  delinquency 
cxi.stcd.  Such  data  will  not  be  available  until  late  1991  or  early  1992. 

The  remaining  3,<>51  cases  remained  unresolved  after  irs  had  mailed  two 
delinquency  notices  to  the  nonfilers.  We  randomly  selected  1 ,200  of 
those  ca.scs. 


In  a  January  23,  1990.  letter,  the  Chairman.  Subcommittee  6n  Com¬ 
merce,  Consumer,  and  Monetary  Affairs,  House  CJommittee  on  Govern¬ 
ment  Operations,  asked  us  to  determine  ways  ms  could  investigate  more 
high-income  nonfilers  and  do  so  more  effectively.  Wc  also  attempted  to 
develop  information  to  profile  the  characteristics  of  high-income 
nonfilers  to  see  who  made  up  this  populadon. 
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To  test  the  effeetivencss  of  different  collection  techniques,  we  randomly 
assigned  the  sample  of  1 .200  cases  into  four  groups  of  about  300  each. 

We  assigned  one  group  each  to  acs,  the  sfr  program,  and  revenue 
officers  for  investigation.  Cases  in  the  three  lest  groups  were  nol  sent  a 
third  or  fourth  delinquency  notice.  The  remaining  cases  served  as  a  con- 
» rol  group  and  continued  through  KS'  three-stage  process. 

We  developed  a  data  collection  instrument  that  Dts  staff  used  to  docu¬ 
ment  their  investigations  of  cases  in  the  four  groups.  In  estimating^addi- 
tional  tax  re\'enues.  we  considered  net  yield  to  be  the  taxes,  penalties, 
and  interest  owed  by  the  high-income  nonfiler  for  tax  year  1987  after 
subtracting  withholding  and  est.  .rated  tax  payments  made  before  con¬ 
tact  by  IHS.  The  net  yield,  the  >r represents  the  increased  revenues 
(RS  could  obtain  from  these  noiuilers  at  the  three  service  centers,  less 
any  irs  cost.  We  developed  these  costs  bv  analjning  os’  data,  which  we 
did  not  verify,  on  various  Collection  tasks.  We  also  identified  total  reve¬ 
nues  IRS  obtained  for  other  tax  years  by  pursuing  the  1987  ca-ses.  This 
total  for  all  tax  years  is  aferred  to  as  net  balance  due. 

During  our  analysis,  we  noted  that  some  delinquent  returns  that  Collec¬ 
tion  staff  obtained  from  high-inemne  nonfikrs  appeared  to  underreport 
income  or  ox-erstate  deductions  but  were  not  referred  U>  Examination  to 
be  checked  for  noncompliance.  As  a  result,  we  asked  Examination  offi¬ 
cials  to  review  .he  returns  received  as  of  March  30, 1990,  to  determine 
whether  Collection  employees  should  have  referred  them  to  Elxamina- 
tion.  We  verified  the  results  of  their  reviews,  W'e  also  followed  upon  our 
recommendation  on  this  issue  from  our  1979  report  on  irs’  nonfiler 
program. - 

To  develop  the  profile  of  high-inemne  nonfiJers,  w  used  irs’  data,  which 
we  did  not  verify,  from  information  returns^  nonfiler  notices,  and  Master 
File  transcripts  for  nonfilers  in  our  control  group.  We  also  obtained  data 
from  any  returns  that  high-income  nonfilers  eventually  filed.  We  limited 
our  analysis  to  the  control  group  to  reduce  the  rime  and  effort  needed  by 
IRS  staff  to  complete  our  data  collection  instrument. 

Our  audit  work  was  done  from  October  1989  to  September  1990  in 
accordance  with  generally  accepted  government  auditing  standards. 
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Chapter  2 _ 

Better  Results  Are  Possible  If  IRS  CImnges 
Methods  Used  to  Pursue  High-Income  Nonfilers 


IKS  has  an  ironic  imbalance  in  its  nonfiler  enforcement  program.  Unlike 
lower-income  nonfiiers  in  the  sfk  program,  high-income  nonfilers  who  do 
not  respond  to  IRS  actions  are  not  assessed  a  tax.  Instead.  iCs  employees 
pursue  high-income  cases  and  refer  those  unresolved  to  revenue 
officers.  However,  very  few  of  these  cases  are  Kkely  to  be  investigated 
by  revenue  officers  or  assessed  a  tax,  partly  because  iRs'  formula  for 
ranking  cases  to  be  iovestigated  understates  their  estimated  yie!d.s. 

Even  if  the  yields  for  the  1987  high-income  cases  had  been  correctly 
estimated,  iks  staffutg  would  have  been  insufficient  to  permit  revenue 
officers  to  investigate  many  of  the  cases,  ms  could  give  more  scrutiny  to 
high-income  nonfiler  cases  by  including  them  in  the  sra  program  as  is 
dune  for  low-income  nonfiiers  This  program  would  provide  an  assess¬ 
ment  against  nonfiiers  who  would  otherwise  escape  a  revenue  officer's 
scrutiny. 


Understated  Yields 
Result  in  Cases  Not 
Being  Worked  by 
Revenue  Officers 


Two  ye:  '  a.ter  the  Apra  1988  deadline  for  filing  returns,  47  percent'  of 
the  3,65t  high  incomL  notifUer-^  haa  not  been  investigated  by  revenue 
officers  or  assesseu  ?  **.*:.  Figu; .  2.1  shows  the  April  1990  status  of  all 
the  casei  and  the  .ike'inood  ThTt  oiursolved  cases  eventually  will  be 
investigated. 


'  .\ll  numbrn  vnd  pmmu  <raM  a  Uib  chapirr  atr  nuinaln.  tains  otherwnr  imhnUed.  baned  on 
<wr  sample  muhs. 

-This  number  rvpmenu  ihe  uusaa  oC  cam  at  the  Ihrte  servite  emter*  in  stucti  the  hiKh-innanr 
nnnfllert  did  not  mpnnd  to  thrfta  two  noum. 
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Figure  2.1:  OoKoims  forOM  3,6S1  High- 
Income  NotiSw  Casas  tar  Tax  Tisar  1S87, 
as  of  Apri  19M 


CASES  M  OiSTRICT  QUEUE 
UNUKELYTO  GE  tNVEST1GATH>  BY 
REVENUE  OFFICERS 


2% 

CASES  M  OISTraCT  QUEUE  UMB.Y 
TO  BE  MVESTIGAIB)  BY  REVENUE 
OFFICERS 

CASES  RESOLVB)  AT  OR  BERSRE 
ACS 


Even  with  more  time,  only  2  percent  of  the  cases  that  were  in  the  dis¬ 
trict  queue  had  high  enough  estimated  net  yields  to  be  investigated  by 
revenue  officers.  The  other  45  percent  had  low  yields^  which  means  that 
these  cases  will  remain  in  the  queue  indefinitely,  thus  escaping  ns 
scrutiny. 

IRS'  estimates  of  the  net  tax  yields  from  investigating  high-income 
nonfiier  cases  were  significantly  lower  than  a.tual  yields.  This  (fiffer- 
ence  occurred  because  iRs  did  not  separately  calculate  >ield5  for  hi^- 
income  cases.  Rather.  iRS  estimated  1987  net  yields  using  actual  taxes 
assessed  from  investigations  of  all  tax  year  1984  noriiler  cases.  By 
averaging  >ields  from  all  cases,  those  with  lower  incomes  reduced  the 
estimated  net  >ield — and  investigative  priority — fw  high-iiKoroe  cases. 
As  a  result,  lie-:'  estimated  yields  for  high-income  nonfiler  cases  in  our 
sample  were  about  one-third  of  the  actual  yield — $2,967  versus  $7,81 1 . 

Because  45  percent  of  3.651  cases  had  priorities  too  low  to  be  investi¬ 
gated  by  reienue  officers,  we  wanted  to  determine  whether  revenue 
officers  would  have  investigated  more  cases  had  iRS  not  underestiinated 
the  yir  d.s.  To  do  this,  we  calculated  yields  from  our  sample  cases  and 
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compared  the  new  yields  to  the  minimum  estimated  yieiiis  necessary  to 
trigger  a  revenue  ofncer  uivcstigatjon  in  each  district  «r  reviewed-  Dis- 
tricts  adjust  their  minimum  yields  to  fit  their  existing  case  workload  and 
available  revenue  officeis 

This  comparison  showed  that  an  ackfitional  831  (23  peneitt)  of  the  3.65 1 
cases  would  have  exceeded  the  miiBBuim  reqioired  for  asa^nment  to  a 
revenue  officer.  These  831  cases  represent  almost  $  10  aillion  in  addi¬ 
tional  taxes.  Had  more  revenue  officers  been  available  m  these  districts, 
the  mimmum  yields  to  trigger  an  investigatioa  would  have  been  tower. 
Thus,  more  than  831  high-income  cases  could  have  bees  assigned  to  iw'- 
enue  officers. 


To  test  alternatives  for  investigating  the  3,651  high-incnBm  nonfllers,  we 
randomly  assigned  about  300  cases  to  each  of  three  gmf»:  (1)  revenue 
officers,  (2)  MS  tax  examiners,  and  (3)  tax  examiners  at  the  sra  pro¬ 
gram.  Another  300  cases  were  randomly  assi^wd  to  a  control  groiq>  and 
were  investigated  using  iss’  current  three-stage  method 

Each  altemative  approach  resulted  in  a  higher  proportiom  of  delimiiient 
returns  being  obtained  and  in  higher  average  yiekb  than  vsT  cuireM 
approach.  The  n>ost  successful,  however,  varied  dependmg  on  the  oi- 
Ceria  used  to  measure  success.  When  the  highest  rate  of  obtaining  delin¬ 
quent  returns  is  the  primary  measure,  the  revenue  offkxas  were  the 
most  successfuL  Conv^sely.  when  the  highest  yield  or  yieid-to-cost 
ratio  is  used,  the  sfr  program  was  the  roost  successful. 

It  is  important  to  recognize  that  iRS  was  able  toinvestigato  cur  sample 
cases,  unlike  the  control  group,  free  of  resource  constraims.  Accord¬ 
ingly,  the  results  from  the  test  illustme  the  pountial  benefhs  from  pur¬ 
suing  these  cases  should  nis  obtain  snflkient  resources.  Table  2.1 
outlines  these  results. 
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Table  2.1:  Resuita  Frooi  Three 
ARemative  Methods  tor  hwettigsMng 
High-Income  Nonfilofs  Comp  and  lo  R5’ 
Current  Method,  Tax  Itar  1M7 


Percent  of 

retuma  Average*  Average*  Balance  due  to 
CoHectioti method _ obtained  halancedue _ ooat _ costraBo 

Sevcfue  officers  _ 64 _ $10.953 _ $152 _ $72  1 

iax  exar.iifiefs  _ 44 _ 7,943 _ 123 _ 65.1 

SFN  examiners  _  40* _ 12,010 _ 7  1,716  1 

Cwitrrt  group  _ ^ _ 4,753 _ 79 _ 60  i 


‘Average  oaia-e-';  Oue  is  raxes,  penalties,  and  nterest  oeed  lor  ai  deMiQjent  lax  years  alter  sub 
trading  wittvioiOing  and  esMnalcd  tax  payments  made  before  OS  contad  Coiedion  costs  have  not 
been  deducted  from  these  estknates 


"Average  cost  is  a  GAO  estimate,  made  usmg  nS  data 

*ln  addition.  (IS  made  assessments  on  another  55  perocnt  ol  the  s-.-tMMute  reluns  lor  those  who  dxf 
not  subml  a  return  The  other  5  percent  either  filed  before  notaccs  were  sent,  were  not  required  U  Me. 
or  could  not  be  located 


To  obtain  similar  benefits  from  implementing  the  revenue  officer 
approach  nationwide,  os  would  n^  more  staff  to  investigate  addi¬ 
tional  high-income  cases.  At  1989  staffing  levels,  many  cases  sent 
directly  to  revenue  officers  would  not  be  investigated  due  to  lower  pri¬ 
orities  than  other  collection  cases. 


Advantages  of  Using 
SFR  for  High-Income 
Cases  Seem  to 
Outweigh  the 
Disadvantages 


Even  if  iRS  investigates  more  high-income  nonfiler  cases  by  separately 
estimating  their  yield,  the  sfr  program  offers  another  way  to  inirsue 
more  high-income  nonfilers.  However,  ns  excludes  high-income  nonfiler 
cases  from  sfr.  If  the  sfr  program  were  modified  to  include  high-income 
cases,  the  advantages  would  seem  to  outweigh  the  disadvantages.  These 
advantages  follow: 

The  balance  due  to  cost  ratio  would  far  exceed  that  of  the  control  group 
($  1 .7 1 6:$  1  versus  $60:$  1 ).  This  difference  b  largely  due  to  lower  costs 
in  SFR.  Preparing  substitute  returns  takes  far  less  time  than  pursuing 
nonfiiers'  returns. 

The  average  balance  due  would  be  nearly  three  times  larger  than  that 
for  the  control  group  ($12,010  versus  $4,753)  and  somewhat  larger  than 
that  for  cases  assigned  to  revenue  officers  ($  1 2,010  versus  $  10,953). 
The  rate  of  obtaining  delinquent  returns  would  be  slightly  higher  than 
for  the  control  group  (40  percent  versus  35  percent). 


By  modifying  the  sfr  program  to  include  high-income  cases,  iks  also  can 
avoid  issuing  refunds  to  high-incorae  nonfilets  for  1  tax  year  when  they 
also  have  delinquent  returns  from  other  years  Section  6402  of  the 
Internal  Revenue  Code  authorizes  iRS  to  offset  refunds  from  1  tax  year 
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against  assessments  in  other  tax  years.  By  preparing  substitute  returns, 
IRS  can  use  the  assessment  from  the  substitute  return  to  withhold  the 
nonfilers'  refunds  until  the  return  delinquency  for  other  years  is 
resolved.  We  beliei'e  that  this  action  could  encourage  nonfilers  in  the snt 
program  to  submit  detinquent  returns  for  all  tax  .  ears  in  order  to 
receive  their  refunds. 

W'e  found  that  ob  issued  refunds  to  about  1 1  peroat  of  the  high-inoome 
nonfilers  who  were  in  our  sample  from  the  three  service  centers  and 
who  had  not  filed  a  tax  return  for  other  years.  For  example,  a  high- 
income  nonrUer  for  tax  year  1987  later  filed  delinquent  1987  and  1968 
returns  during  November  1989  claiming  total  refunds  of  over  $7800. 
This  nonfiler  then  filed  a  delinquent  return  for  tax  year  1984  during 
January  1990.showingtaxesowedof  over  $7,000.  As  of  April  1990,  the 
nonfiler  still  owed  this  amount.  Had  ns  assessed  the  taxes  owed  for  the 
delinquent  1984  return  through  SFR,  ms  could  have  used  this  assessment 
to  offset  the  taxpayer’s  1987  and  1988  refunds. 

Despite  these  advantages,  the  disadvantages  of  including  high-income 
cases  in  sfr  need  to  be  carrfully  considered.  ’These  disadvantages  follow; 

•  ms’  Accounts  Receivable  inventory  may  increase  because  some  ms 
assessments  against  people  who  cannot  be  located  have  little  chance  of 
being  collected.  Such  an  increase  would  artificially  boost  the  size  of  this 
inventory,  causmg  ob  to  pursue  unproductive  assessments, 

•  A  substitute  reCurn  for  liigh*iRcome  cases  nuiy  underestimate  the  actnal 
tax  liability  because  some  income  may  not  be  reported  to  db.  High- 
income  nonfliers  may  accept  the  substitute  return  rather  than  fik*  a 
return  on  which  they  would  owe  more  taxes. 

In  either  case,  the  altemattve  is  worse — allowing  high-inctMne  cases  to 
escape  any  iRS  lax  assessment,  irs  had  too  few  revenue  offleers  to 
pursue  nonfUers,  or  revenue  officers  pursued  them  but  could  nM  ^  a 
return.  While  using  the  snt  process  may  understate  the  nonflier’s  tax 
liability,  it  would  at  least  get  an  assessment  on  the  books.  Revenue 
officers  could  then  attempt  to  collect  the  payment.  ’They  would  be  more 
likely  to  investigate  because  an  assessment  generally  gives  cases  a 
higher  priority  than  nonflJer  cases  without  an  assessment.  In  contrast,  if 
the  case  remains  indefinitely  in  the  district  queue,  as  many  of  these 
cases  will.  iKs  will  get  no  assessment. 

Even  if  iRS  discards  the  $100,000  limitation  for  .sfr  cases,  many  high- 
income  cases  still  will  not  be  eligible  for  sfr.  We  estimate  that  46  percent 
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of  the  high-intome  cases  in  our  sample  would  continue  to  be  excluded 
from  the  SKR  program  because  they  do  not  pass  other  restrictions — they 
have  over  30  percent  of  total  income  in  n  ^employee  compensation  or 
40  or  more  information  returns,  irs  excludes  these  cases  from  sfr 
because  it  is  concerned  that  it  may  understate  the  tax  liability  by  relying 
on  the  income  shown  on  information  returns.  Modifying  these  criteria 
would  allow  more  high-income  cases  into  SFR  and  allow  irs  to  create  an 
assessment  that  otherwise  would  not  exist. 


Conclusions 


IRS  has  an  ironic  imbalance  in  its  nonfUer  program  that  allows  wealthy 
nonfilers  to  avoid  paying  their  fair  share  of  taxes.  High-income  nonfilers 
who  do  not  respond  to  iRS  actions  are  not  assessed  a  tax  as  are  lower 
income  nonfilers  in  the  sfr  program. 

IRS  could  partially  correct  the  imbalance  by  separately  estimating  net 
yields  for  high-income  nonfilers.  Doing  so  would  result  in  revenue 
officers  investigating  more  unresolved  cases.  Even  so,  most  unresolved 
cases  would  not  be  investigated  because  irs  has  too  few  revenue 
officers.  The  need  to  investigate  more  high-income  nonfilers  provides  a 
strong  argument  for  increasing  ns’  revenue  oHicer  staffing. 

Another  way  irs  could  correct  this  imbalance  is  to  modify  the  sfr  pro¬ 
gram  to  include  high-income  nonfiler  cases  that  were  not  resolved 
through  the  notice  or  acs  stages  and  will  escape  any  further  ns  actions. 
These  include  ca.«^es  that  revenue  officers  ( I )  will  not  investigate 
because  of  limit'.-d  staff  and  (2)  will  investigate  but  for  which  they  will 
not  obtain  a  re*  urn. 

We  do  not  agr  je  with  iRS'  reason  for  excluding  complex  high-income 
cases  from  sf  i — fear  of  understating  the  tax  liat^ty.  We  believe  any 
tax  assessme  it.  even  if  understated,  is  better  than  letting  the  nonfiler 
escape  all  iRS  action.  For  this  reason,  those  high-income  nonfiler  cases 
with  30  percent  or  more  nonemployee  compensation  and  40  or  more 
information  returns  and  that  wrould  otherwise  escape  iRS  action  should 
also  be  sent  to  sfr.  Doing  so  would  allow  irs  to  resolve  all  high-income 
nonfiler  cases  that  would  otherwise  remain  unresolved. 


Recommendations 


We  recommend  that  the  Commissioner  of  Internal  Revenue 

separately  estimate  net  tax  yields  for  high-income  nonfiler  cases  in  the 
formula  for  screening  cases  to  be  investigated  by  revenue  officers  and 
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•  modify  the  sre  program  to  include  high-income  nonfiler  cases  that  would 
utheru'isc  escape  iKS  action. 


IRS’  Comments  and 
Our  Evaluation 


The  Commissioner  of  Internal  Re\’enue  commented  on  a  ifraft  of  our 
report  in  a  February  1. 1991.  letter  (see  app.  III).  He  specifically  agreed 
with  our  recommendation  to  develop  separate  estimates  of  net  tax 
yields  for  high-income  nonfiler  cases  and  to  reflne  the  estimates  as  more 
recent  data  becomes  available.  We  suppmt  these  actions. 

The  Commissioner  also  commented  on  our  reconunendatkm  to  include  in 
SFR  all  hi^-income  nonfiler  cases  that  would  escape  iss  adtioiB.  He  said 
ms  could  do  more  to  resolve  high-income  nonfiler  cases.  Spedlkally,  he 
said  that  such  cases  remaining  unresolved  alter  CtrfkcUon's  contacts 
will  be  referred  to  the  Examination  ivision.  He  said  Exaoutunion  will 
first  pursue  these  cases  through  cor.-eqxmdence  or  field  examinatkins 
and  then  refer  the  case  to  snt  if  this  initial  ef  fext  is  unsucossfuL  While 
our  work  shows  that  tlie  sre  program  is  an  effective  way  to  pursue  high- 
income  nonfliers,  we  believe  that  these  ms  actions,  which  were  not  part 
of  our  test,  may  also  be  effective. 
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IRS  Needs  to  Check  Delinquent  Returns  From 
High-Income  Nonfilers  for  Unreported  Income 
and  Overstated  Deductions 


Nearly  12  years  after  we  reperied  the  problem,  delinquent  returns  from 
nonfilors  still  d«>  not  reeeive  the  same  level  of  las  scrutiny  as  returns 
fnim  taxpayers  who  file  on  time. checks  returns  filed  on  time  for 
unreported  income  and  overstated  deductions  through  computer 
matching  with  information  returns  and  through  manual  screening.  How¬ 
ever.  delinquent  returns  from  high-income  nonfilers  rarely'  receive  these 
important  checks. 

Many  delinquent  returns  that  Colimion  staff  obtained  from  high- 
iiKome  nonfilers  had  evidence  of  noncompliance  but  were  not  referred 
to  Examination  fur  review.  Nearly  half  of  the  delinquent  returns  we 
asked  E.xamination  officials  to  check  had  sufficient  evidence  of  unre¬ 
ported  income  or  overrated  deductions  to  justify  referraL  but  only  a 
few  of  these  returns  actually  had  been  referred.  Moreover,  ne*  did  not 
computer  match  delinquent  returns  with  information  returns  to  check 
for  unrepurted  income. 


IRS  Programs  to 
Detect  Noncompliance 
Do  Not  Apply  to 
Delinquent  Tax 
Returns 


In  our  1979  report  on  iRS'  nonfiler  program,  we  found,  among  other 
thin(^.  that  iKs  seldom  checked  dehnquent  returns  ,i  eventually  obtained 
from  nonfilers  for  unreported  iiKOOte.'  In  that  report,  we  estimated  that 
IBS  did  not  detect  $  14.8  million  in  delinquent  nonfilers*  urreported 
income  with  potential  tax  liabilities  of  S2.2  million  in  the  seven  IKS  dis¬ 
tricts  reviewed.  We  recommended  that  iRS  establish  a  system  to  check 
delinquent  returns  fur  unrepurted  mcome. 


.Although  agreed  to  implement  our  1979  recommendation,  we  found 
OS'  still  dots  not  have  a  reliable  system  to  check  delinquent  returns  for 
nuiKumpliancr.  Ironically,  returns  filed  on  time  usually  receive  such 
checks.  Fur  example,  as  discussed  in  chapter  1 .  iRs  identifies  nonfilers 
and  underreporters  by  matching  tax  returns  with  information  returns  in 
December  of  the  year  the  lax  return  should  have  been  filetL  However. 
IBS  does  not  repeat  this  computer  match  for  delinquent  returns  that 
nunfilers  later  file  as  a  result  of  iiBi*  efforts.  By  the  time  deiuKiuent 
returns  arrive,  irs*  computer  match  is  coverutg  future  tax  years.  Thus, 
thev*  delinquent  r\ turns,  unlike  returns  fik’d  timely,  miss  this  chock  for 
unrepurted  income. 

Collection  employees  also  do  not  appear  to  screen  delinquent  returns  for 
unreported  income  or  overstated  deduction.s.  For  exampir.  by  reviewing 
(k'iinqiient  reiuras  obtaiiHd  by  tax  examiners  at  acs  or  revenue  officers 
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at  district  offices,  we  found  that  they  had  not  reviewed  and  teftired 
returns  that  had  indications  of  unreported  income  or  oversuted  deduc¬ 
tions  to  Examination  officials  for  more  detailed  checks.  At  the  service 
centers.  Collection  branch  officials  said  they  inay  manually  screen  delin¬ 
quent  returns  that  pass  through  their  branches  for  unreported  income. 

Collection  employees  do  not  screen  delinquent  returns  for  two  reasons. 
First.  I8S  procedures  do  not  require  it.  In  fact,  the  procedures  stipulate 
that  Collection  employees  wrill  not  attempt  to  audit,  examine,  oi*  verify 
the  correctness  of  any  return.  Rather,  C^ec*ion’s  main  objective  in  the 
nunfiler  program  is  to  obtain  returns.  Second,  these  employees  never  gee 
to  see  many  delinquent  returns.  Service  center  officials  estimated  that 
40  percent  of  the  ^linquent  reums  bypass  the  Collection  branch 
because  they  arrive  at  service  centers  without  an  attached  notice  that 
indicates  they  are  delinquent.  As  a  result,  they  are  not  referred  to  the 
Collection  branch. 

After  delinquent  returns  are  processed  through  a  service  center,  they 
are  unlikely  to  be  selected  for  an  examination.  Although  the  lamina¬ 
tion  Division  electronically  checks  delinquent  retums  for  exaannation 
potential.  iRS  officials  said  few  would  be  selected  for  examination 
because  retums  filed  for  the  current  tax  year  receivT  greater  attention. 
Farther,  although  Examiiuition  staff  review  delinquent  returns  obtained 
through  SFR  for  overstated  deductions  and  unreported  income,  sfk 
excludes  high-income  nonfiler  cases,  as  discussed  in  chapter  1. 


Checking  Ddinquent 
Returns  for 
Noncompliance  Could 
Reproductive 


Delinquent  retums  from  high-income  nonfilers  that  bypass  the  various 
checks  for  noncompUaiKe  still  could  be  examined  if  CoUectioa 
employees  referred  th«n  to  the  Examination  Divismii.  Howevvr,  we 
found  that  they  rarely  do  refer  them.  While  ns  procedures  statt  that 
these  returns  may  be  referred,  the  procedures  neither  stress  the  impor¬ 
tance  of  referrals  nor  provide  criteria  to  decide  which  cases  to  tefer.  As 
a  result,  we  found  that  Collection  empli  yees  referred  to  Examination 
only  4  of  the  178  delinquent  retums  that  they  obtained  from  the  three 
serv'ice  centers. 


We  asked  Examination  officials  at  the  service  center  to  reviewr  these  178 
delinquent  retums  to  get  some  idea  of  how  many  could  have  been 
referred  because  of  evidence  of  unreported  income  or  overstated  deduc¬ 
tions.  These  retums  represent  those  obtained  through  our  revenue 
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«)fncer  and  samples  as  of  April  1990.'  These  Ebcamination  officials 
fimnd  evidence  of  ncmcompUance  on  81  (46  percent)  of  the  178  returns. 
Of  the  81  returns.  *21  (12  percent)  had  evidence  of  unreported  income 
and  another  60  (34  percent)  had  evidenc?  of  overstated  deductions.^ 

To  uncover  the  apparent  unreported  income,  these  officials  compared 
income  reported  on  information  returns  to  that  reported  on  delinquent 
tax  returns.  For  example,  they  found  cases  in  which  a  high-income 
nunfiler  had  reported 

•  $116,000  in  wages  on  his  delinquent  tax  return  while  information 
returns  showed  he  received  about  1128,000  in  wages — an  underre¬ 
porting  of  about  $12,000  in  UKome — atui 

•  $143,000  in  income  from  medical  payments  on  his  delinquent  tax  return 
while  information  reports  showed  he  received  %  148,000— an  underre¬ 
porting  of  $3,000  in  income. 

IRS  also  cxMild  detect  potential  unreported  iiKunie  if  it  computer  matched 
delinquent  returns  from  high-income  nonfiiers  with  their  information 
returns. 

The  following  examples  illustrate  what  Exaaunation  can  find  if  given 
tiic  epportunity  to  review  delinquent  returns  from  high-income  nonfUers 
for  overstated  deductions.  Examiiuition  officials  found  delinquent 
returns  with  deductions  of 

•  $75,000  in  mortgage  interest,  even  though  the  reponed  iiKome  was 

$  101 .000  and  the  information  returns  showed  mortgage  interest  pay¬ 
ments  of  $58,000  and 

•  $48,000  in  reimbursed  employee  business  expenses  from  the  wage 
incume  reported  on  the  delinquent  return,  even  though  the  Perm  W-2 
showed  only  ^5,000  in  such  expenses. 


Conclusions 


IKS  dues  not  check  all  delinquent  returns  from  higii-income  nonfiiers  for 
unreported  income  or  overstated  deductions,  ffy  not  checking  delinquent 
returns,  iks  may  be  giving  nonfiiers  reastin  to  believe  that  they  can  cheat 
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tin  thvir  ddinquonl  mums  and  not  be  cauftht.  This  is  amt  ran/  to  a 
sound  eni’ortement  straiejt>’  and  only  encounmcs  further 
nuna)inplian(.v. 

We  believe  that  people  who  do  not  comply  '%ith  one  tax  law — the  filing 
rvquirement — are  quite  likely  not  to  comply  with  other  tax  laws.  As  a 
result,  giving  delinquent  mums  from  high-income  nonfilers  less  ue< 
scrutiny  than  returns  filed  on  time  is  illogii’^1.  We  believe  higli-inrome 
nonfliers  should  be  subject  to  the  same  or  a  higher  level  of  scrutiny  as 
thiKe  vho  PJe  on  time. 

Since  nearly  half  of  the  delinqueiu  returns  from  high-tnciMne  nonfilers 
had  evidence  of  noncompliance.  we  believe  all  of  them  should  be 
referred  to  Examination  for  a  screening  for  evidence  of  noncompliance. 
The  recommendation  in  chapter  2  to  allow  high-income  nonfiler  cases  to 
be  sent  to  sn  will,  if  implemented,  increase  the  number  of  delinquent 
returns  that  are  checked  All  delinquent  returns  obtained  from  stb  an* 
sent  to  Examination  for  review.  However,  delinquent  returns  obtained 
through  other  means,  sudr  as  revenue  officers,  also  need  to  bt*  checked. 

We  also  believe  that  delinquent  returns  from  Mgh-income  nonfilers 
should  be  computer  matched  to  identify  any  discrepancies  a«nong 
income  and  errtsin  deductions  that  the  nonftler  reported.  In  fact,  such 
matching  could  be  done  for  all  detu,quent  returns,  nut  jast  those  from 
high-income  nonfilers. 


Recommendations 


We  recommend  that  the  Commissioner  of  Internal  Revenue  develop  a 
s)'stem  te  ensure  that  delinquent  returns  from  high-income  nonfilm  are 
checked  for  urireported  iiKome  and  overstated  deductions.  This  check 
could  be  similar  to  that  done  during  our  ret'iew  in  which  examiners  at 
the  service  centers  scanned  the  returns  and  also  computer  matched  tiie 
return-s  with  information  returns. 

One  way  to  ensure  delinquent  returns  do  not  bypass  these*  checks  would 
be  for  IKS  to  program  its  computer  to  identify  a  delinquenS  return  when 
nwived  from  a  high-income  nonfiler.  Then,  lie*  could  si*nd  the  delin¬ 
quent  return  to  Examination  for  an  inttiul  compliance*  cluxk  a.s  i.s  cur¬ 
rently  done  for  delinquent  retunw  obtained  from  snt.  To  easurc* 
Examination's  limited  resources  are  used  efficiently,  in-depth  examina¬ 
tions  should  be  completed  only  on  those  delinquent  returns  fiT  which 
strtmg  evidc*ae  of  noncompliance  was  fmind  during  the  chi'ck. 
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IRS’  Coniments  and 
Our  Evaluation 


I*"  »  Fobroao'  1  ■  •  letter  that  cununented  on  a  draft  of  oar  report, 

the  Commis-sioner  of  Internal  Revenue  agreed  to  develop  this  system, 
tjiee  app.  111.) 
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TaW*  1.1:  Higli  lnco«n«  NonfUar  UnhrarM, 
SampI*  Population,  and  Samplo  Sizoa  by 
Sofvico  Cantor.  1M7 


The  primar>'  focus  of  our  evaluatioit  was  ati  analysis  of  a  randomly 
selected  sample  of  high-income  nonfiler  cases.  At  each  of  three  iRS  Ser¬ 
vice  Centers  (.Austin,  Cincinnati,  and  Krc*sno),  we  selected  a  random 
sample  of  400  nonfiler  cases  from  the  universe  of  cases  that  remained 
after  iRs  sent  the  nonfilers  two  delinquency  notices.  We  selected  this 
sample  size  to  provide  a  confidence  level  of  9.5  percent  with  a  precision 
of  plus  or  minus  5  percent. 

Once  this  overall  sample  was  selected,  we  randomly  assigned  about  1(X) 
of  the  400  cases  from  each  Service  Center  into  each  of  the  following 
groups;  ( 1 )  Revenue  officers  at  the  district  office,  (2)  tax  examiners  at 
Automated  Collection  Sites,  and  (3)  lax  examiners  in  the  Substitute  for 
Return  Program.  The  fourth  group  served  as  a  control  and  was  alkiwed 
to  go  through  the  normal  three-stage  process — notices,  acs,  and  revenue 
officers. 

Our  final  sample  size  was  1,166  because  some  selected  cases  were  elimi¬ 
nated  from  our  sample  for  various  reasons.  For  example,  iRS  lost  three 
ca.*ics  in  one  region.  In  another  instance,  because  the  truck  carrying  com¬ 
pleted  cases  was  in  an  accident,  we  were  unable  to  reconstruct  several 
cases  that  were  destroyed.  Also,  six  cases  were  erroneously  included  in 
our  sample.  Table  I.l  outlines  the  overall  population  and  our  final  sam¬ 
ples  for  each  Service  Center. 


Service  center 

Austin 

Cincinnati 

Fresno 

Total 


We  developed  a  data  collection  instrument  that  iRS  used  to  record  the 
outcome  of  these  sample  cases,  ns  officials  provided  us  with  the  com¬ 
pleted  data  collection  instniment  and  accompanying  documentation, 
such  as  eorrespondenc'c  from  the  taxpayer,  to  support  the  conclusions 
reaehcxl  by  the  employees  working  the  cases.  This  documentation  pro¬ 
vided  us  with  sufficient  evidence  to  as-soss  how  well  iRS  followed  up  on 
our  sample  ca.vs. 

Statistical  information  and  c-onfidenee  intcrv'als  for  Ivsues  we  evaluated 
at  the  three  scs'vi^v  centers  are  shown  In  table  1.2. 
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Table  1.2:  Estimates  of  Key  Variables  in 
Sample  Cases 


I 


SS-peroHit 
confidence  mtervais 


Case  charactaristic 

Esiimato 

Lower 

Upper 

Revenue  officers 

Return  (lied 

64% 

58% 

70% 

Taxpayer  promised  to  file 

9 

5 

12 

Could  not  locate 

10 

6 

13 

Other 

18 

13 

23 

ACSSrtea  _  _  _  __ 

Return  '  -  -  -  -  -  '  4/,^  ~  3^  "  ■ 


taxpayer  promised  to  Me 
Case  sent  to  Queue 

. . .  . . 6'“'' 

3  ■ 

~  8 

37 

31 

43 

Could  iiot  locale 

6 

3 

8 

Othe* 

7 

4 

11 

SubatHuta  for  Return 

• 

Return  Med 

40% 

30% 

50% 

Substitute  prepared 

56 

46 

66 

Other 

4 

1 

8 

Control  Group 


Return  iiled 

35% 

29% 

40% 

Taxpayer  did  not  respond 

59 

53 

64 

Other 

7 

4 

9 

Average  RVWS*  score 

2.967 

27S5 

3.180 

Average  aaaeaanwnt'— 1967 

Control  group 

94  781 

91.351 

98.211 

All  others 

97.890 

95.759 

910.022 

Median  Income  (aS) 

9133.729 

K> 

0 

‘Resou'ce  ana  WtvkUad  Managetncni  System 
“These  iigures  are  not  avoiabie 
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Profile  Data  for  High-Income  Nonfilers 


Table  11.1:  Estifnated  Income  tor  1987 


High-income  Nonfllers 

Income 

Percemof 

nonMere* 

San  pong 
error 

$100  CX»  to  $125,000 

C 

57 

$125  001  to  $150  000 

19 

45 

$150001  to  $200  000 

15 

46 

$200  001  to  $300,000 

13 

38 

Ovef  $300000 

11 

33 

/ 

Total 

100 

'Does  not  equal  lOO  percent  due  to  munctng 

Income  Nonfilara  Received 

Type  Of  income 

Rwc^fil  of 
noitfltofs 

Tamplna 

\Miges 

66 

55 

Nonemployee  compensaton 

60 

76 

Interest  or  dividends 

80 

47 

Other  types  of  income 

56 

57 

tor  High-Income  Nonflten* 

Type  Of  income 

of 

nofilHofo 

Sunpinq 

•fTor 

Vteges 

55 

57 

Nonemptoyee  compensaton 

32 

54 

■merest  arKt  dividends 

3 

2‘ 

Other  mcome 

10 

34 

Total 

100 

hNtuse  piedominani  10  mean  me  ncame  represents  more  man  SO  percent  of  total  eiceme  a* 
leportco  on  eitormatnn  retuns 

Age  range 

P#fCIMtOf 

flOfllltofS 

*""elTor 

X  and  beicw 

7 

29 

31  to  40 

21 

48 

41  to  50 

X 

56 

51  to  60 

22 

48 

Over  60 

12 

38 

Total 

100 
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Tabid  IL5:  Filing  Status  of  High  Ineomo 
Nonfilcrs 


_ !_ _ 

Tabi*  IL6:  Rasufts  of  Chocking 
Oolinquant  Ratums  Ffom  High  IncooM 
NonfOars 


Filing  status 

Ptfctm  of 
fionfitors 

SwnpNng 

•ffor 

Single 

26 

MarneO  tiling  icxnlly 

67 

5S 

Mariied  filing  separately 

1 

a 

Head  of  housetxjid 

6 

28 

Total 

100 

siaiisticaity  SiQnf.wanl  at  the  9frpefccnt  ccntoence  itval 


Pofooot  of 

^ mUm  ■ 

svnpMnO 

Outeomo 

fionftofs* 

atrar 

Relund 

34 

44 

Owed  Taxes 

56 

46 

No  Relund  Oue  or  Tax  Owed 

10 

28 

Total 

100 

'Does  not  equal  too  p««ccnl  due  to  ounOng 
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Appendix  HI . . 

Comments  From  the  Internal  Revenue  Service 


OCPARTMCNT  OT  THE  TREASURY 
imtcmmal  ncvcMut  senvicc 

WASHtNSTQM.  O  C.  t0224 


Mr.  Richard  t.  Foqal 
Aasiatanh  CovptroXlar  Ganaral 
O.S.  Canaral  Accounting  Offica 
Washington.  DC  20541 

D«ar  Kr.  rogal: 

Ho  havo  ravlawod  your  racont  draft  roport  aatltlad  "Tax 
Adolnlstration:  ZRS  Ooaa  Hot  Inaaatlgato  Moat  High  Incooa 
Honf  liars*  and  ganarally  agraa  with  tha  raport's  rarrasiandatlans . 

Ha  agraa  that  aora  can  ba  dona  by  tha  ZRS  to  raselva  high 
incoaa  nonfllar  casas.  Our  FY  X»91  cooplianea  Initiativa  pots 
significant  aaphasis  on  nonfllar  isauas.  mis  initiativa,  now 
underway,  will  dasign  a  rasaarch  and  data  collactlcn  aathodology 
that  will  balp  us  undarstand  tha  eharactaristies  of  tha  nonfllar 
population  and  will  assasa  both  tha  short  and  long  tars  ispact  of 
our  efforts.  In  this  aragard,  wa  appraciata  tha  work  baing  dona 
by  tha  Ganaral  Accounting  Office  fCAO)  in  this  area  and  will 
utilise  their  raviaws,  along  with  tha  findings  froa  our  own 
rasaarch  efforts,  to  develop  a  coaprahansiva  strategy  to  address 
nonfllar  issues. 


Zn  response  to  GAO's  specific  raeoanandations,  wa  plan  to 
change  our  procaduraa  so  that  all  high  incoaa  nonfllar  cases  that 
are  unresolved  after  eollaction  action  will  ba  rafarxad  to 
Esasination.  These  eases  will  ba  raviawad  for  asaignssnt  to 
corraspondanea  or  field  axaainatien.  Ha  baliava  this  process 
would  ba  sore  affective  in  datanining  tbs  corract  aaount  of 
unraportad  incosa  than  our  Substituta  tor  Ratums  CRfR)  progras 
where  wa  isputa  Inecas  based  on  inrnaa  raportad  on  wage  and 
inforsation  ratums.  Ha  plan  to  rsvisw  the  results  of  these 
changes  in  handling  high  incoaa  nonfilars  and  give  oonaidaratien 
to  including  thaa  in  tha  Substitute  for  Returns  progras  vbare 
appropriate. 


Ha  agraa  with  GAO’s  racomandation  to  davalop  a  systaa  to 
assure  that  dalinquant  ratums  free  high  inroai  nonfilars  are 
checked  for  unraportad  incoaa  and  ovarstatad  deductions.  Ha  will 
change  our  procedures  to  clearly  state  that  all  dalinguant 
returns  should  ba  checked  for  both  unraportad  incoan  and  apparent 
ovarstatad  deductions  by  Collection  asployaas  in  service  centers 
as  wall  as  district  offices,  and  referred  to  Exaaination  where 
appropriate. 
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IRS*  FISCAL  YEAR  1992  BUDGET 
AND 

THE  1991  TAX  RETURN  FILING  SEASON 

SUMMARY  OF  STATEMENT 
JENNIE  S.  STATHIS 
DIRECTOR/  TAX  POLICY  AND 

ADMINISTRATION  ISSUES 

IRS*  fiscal  condition  in  1991  appears  more  stable  than  it  was  in 
fiscal  years  1989  and  1990.  During  those  years  IRS  encountered 
budget  shortfalls  of  $360  and  $465  million,  respectively.  IRS 
may  have  to  absorb  about  $74  million  in  cost  increases  for 
fiscal  year  1991.  However,  IRS  will  apparently  be  able  to  cover 
most  of  these  costs  without  having  to  take  the  drastic  kind  of 
actions  it  took  in  1989  and  1990  when  it  froze  hiring,  ctrtailed 
promotions,  and  reduced  support  services.  Because  of  the  more 
scable  fiscal  condition  this  year,  it  appears  that  IRS  will  be 
able  to  more  fully  implement  congress ionally  authorized 
compliance  initiatives — sc'«sthlng  it  was  unable  to  do  in  fiscal 
year  1990. 

IRS*  first  budget  priority  for  fiscal  year  1992  is  full  funding 
for  existing  staff  and  related  support  costs.  This  accounts  for 
the  largest  portion  of  the  requested  $622  nlllion  increase  over 
the  authorized  level  for  fiscal  year  1991.  Compared  to  past 
budgets,  the  fiscal  year  1992  budget  appears  to  have  been 
formulated  to  more  accurately  reflect  on-board  labor  costs,  thus 
improving  the  likelihood  that  new  program  initiatives  will  be 
implemented.  However,  IRS'  ability  to  achieve  soaw  of  the  $141 
million  in  savings  called  for  in  the  budget  is  uncertain. 

The  most  significant  compliance  initiative  proposed  for  fiscal 
year  1992  provides  an  additional  $34  million  Cor  IRS  to  collect 
delinquent  accounts.  GAO  believes  this  request  is  reasonable  in 
light  of  staffing  reductions  that  resulted  from  past  hiring 
freezes.  Another  initiative  provides  for  $5.5  million  to 
increase  the  number  of  examinations  of  high  dollar  tax  returns. 
This  increase,  however,  will  only  expand  audit  coverage  by  .01 
percentage  point  over  the  fiscal  year  1991  level,  thus  doing 
little  to  reverse  the  steady  decline  in  audit  coverage. 

GAO  has  also  been  monitoring  IRS*  performance  during  this  year's 
filing  season.  On  the  basis  of  its  analysis  of  various  IRS 
indicators  and  its  tests  of  the  availability  of  forma  and 
publications,  GAO  believes  that  this  year's  filing  season  is 
proceeding  successfully,  continuing  a  recent  trend.  For  example, 
the  current  accuracy  rate  for  telephone  assistance  is  80 
percent.  The  one  area  that  was  a  specific  problem  last  year- 
taxpayers'  ability  to  get  through  to  IRS--is  still  a  problem.  As 
of  March  9,  1991  IRS  answered  9.6  million  (42  percent)  of  the 
22.7  million  calls  for  assistance.  That  answer  rate  is  better 
than  last  year's  but  well  below  the  61  percent  answer  rate  for 
the  1989  filing  season. 


United  States 

General  Accounting  Office 

Washington,  D>C.  20548 


GAO 


Genera]  Governntent  IK^ision 

li-24l9ol 

March  13, 1991 

The  Honorable  Doug  Barnard.  Jr. 

Chairman,  Subcommittee  on  Commerce, 

Consumer,  and  Monetarj’  Affairs 
Committee  on  Government  Operations 
House  of  Representatives 

[)ear  Mr.  Chairman: 

This  report  responds  to  your  request  that  we  review  the  Interna*  Revenue  Service's  program 
for  detecting  and  pursuing  inditiduals  who  have  an  income  of  over  StOO.GOO  and  wto  fail  to 
file  required  federal  tax  returns.  It  shows  that  the  Service  needs  to  improve  this  program  to 
make  sure  that  the  nation's  voluntary  tax  assessment  system  remains  strong. 

As  arranged  with  theSubcommitt.  r,  unless  you  pubhdy  announce  its  contents  earlier,  we 
plan  no  further  distribution  of  the  report  until  30  days  from  the  date  of  issuance.  At  that 
time  we  will  send  copies  to  the  Secretary  of  the  Treasury;  the  Commissioner  of  Internal 
Revenue:  the  Director,  Office  of  Management  and  Budget;  and  other  interested  parties. 

Major  contributors  to  this  repon  are  listed  in  appendix  in.  If  you  have  any  questions,  please 
call  me  on  (202)  272-7904. 

Sincerely  yours, 

Paul  L.  Posner 
Associate  Director 
Tax  Policy  and 
Administration  Issues 


Hr.  Chairman  and  Members  of  the  Subcommittee; 

We  are  pleased  to  be  here  today  to  assist  the  Subconaittee  in  its 

inquiry  into  IRS*  current  fiscal  condition,  IRS*  budget  request 

for  fiscal  year  1992,  and  the  status  of  the  1991  filing  season. 

My  testimony  makes  the  following  points: 

i 

IRS*  fiscal  condition  in  1991  appears  more  stable  than  had 
been  the  case  the  prior  2  years.  There  are  some 
unanticipated  costs  that  IRS  is  going  to  have  to  absorb 
this  year,  but  not  of  the  magnitude  that  existed  in  1989  and 
1990. 

—  Because  of  the  more  stable  fiscal  condition  this  year,  it 
appears  that  IRS  will  be  able  to  do  something  that  it  was 
unable  to  do  in  1990— sore  fully  implesent  congressionally- 
authorized  compliance  initiatives. 

—  IRS*  budget  request  for  fiscal  year  1992  has  been 
formulated  in  a  way  that  seems  to  do  a  better  job  of  fully 
funding  IRS'  current  operations,  which  portends  well  for 
improved  fiscal  stability  in  1992. 

—  The  most  significant  compliance  program  increase  in  the 
fiscal  year  1992  budget  request  involves  additional  staff  to 
collect  delinquent  accounts.  That  request  seems 
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reasonable,  especially  considering  the  negative  effects  of 
hiring  freezes  in  1989  and  1990.  We  continue  to  believe, 
however,  that  IRS  needs  better  information  for  use  in 
managing  its  collection  activities. 

There  are  certain  aspects  of  IRS'  fiscal  year  1992  budget 
request,  in  addition  to  the  tax  system  modernization  issues 
that  will  be  discussed  by  our  Information  Management  and 
Technology  Division,  that  we  believe  the  Subcommittee  needs 
to  consider  during  Its  deliberations.  Those  deal  with  the 
acceptable  level  of  taxpayer  telephone  service  and  our 
continuing  concerns  about  the  level  of  audit  coverage. 

Based  on  the  various  IRS  Indicators  we  have  been  monitoring 
and  our  own  tests  of  the  availability  of  forms  and 
publications,  this  year's  filing  season  has  continued  the 
recent  trend  of  successes.  This  year,  for  example,  IRS 
statistics  show  that  Its  assistors  have  responded  accurately 
to  81  percent  of  IRS'  test  questions,  compared  to  76  percent 
last  year.  There  Is  conflicting  evidence,  however,  as  to 
how  successfully  taxpayers  may  be  getting  through  to  IRS 
this  year  compared  to  last. 


FISCAL  YEAR  1991 — FINANCIAL  STABILITY 


We  told  the  Subcorami ttee  last  yeacl  that  the  most  important 
question  to  be  answered  in  assessing  IRS'  fiscal  year  1991  budget 
request  was  whether  it  provided  a  base  for  stabilizing  what  had 
been  an  unstable  fiscal  environment.  Because  of  that 
instability.  IRS  had  to  freeze  hiring,  curtail  promotions,  and 
cut  back  support  services.  One  result  of  those  actions  was  that 
new  compliance  initiatives  that  Congress  had  authorized  for 
fiscal  year  1990  could  not  be  fully  Implemented. 

Because  of  changes  IRS  made  in  preparing  the  fiscal  year  1991 
budget#  we  told  the  Subcommittee  last  year  that  the  prospects  for 
an  improved  fiscal  condition  in  1991  appeared  good.  Ue  cautioned 
that  several  factors  could  adversely  affect  IRS*  fiscal 
prospects#  most  notably  pay  reform  and  anticipated  postal  rate 
increases.  We  also  questioned  IRS*  ability  to  achieve  certain 
savings. 

Before  its  final  appropriation  was  passed#  IRS  officials  met  with 
congressional  staff  to  discuss  reallocations  that  were  needed  to 
the  President's  1991  budget  to  deal  with  potential  shortfall 
conditic:;S,  including  those  we  discussed  in  last  year's 
testimony.  As  a  result  of  the  reallocations#  IRS*  appropriation 

liRS*  Budget  Request  for  Fiscal  Year  1991  and  Status  off  the  1990 
Tax  Return  Filing  Season  (GAO/T-GGD~90-26#  March  22#  1990). 
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covered  most  of  those  conditions.  According  to  IRS  Finance 
Division  officials,  however, -IRS  may  still  encounter  a  shortfall 
of  about  S74  million  which  consists  of  (1)  $23  million  for 
telecommunications;  (2)  $11  million  resulting  from  the  Inability 
to  achieve  FT3->200n  savings  called  for  the  1991  budget;  (3) 
almost  $7  million  for  postage  for  other  Treasury  agencies; 

(4)  an  additional  $18  million  for  geographic  pay;  and  (5)  $15 
million  to  purchase  rather  than  lease  certain  computer  equipment. 

IRS  plans  to  absorb  some  of  the  shortfall  with  funds  that  were 
originally  authorized  to  be  spent  on  compliance  initiatives. 

Not  all  of  these  funds  will  be  used  for  the  initiatives,  ir.  part, 
because  as  discussetd  next,  IRS  was  not  able  to  hire  the  new  staff 
as  soon  as  anticipated. 

Status  of  fiscal  year  1991  compliance  initiatives 

IRS'  fiscal  year  1991  budget  provided  for  compliance  initiatives 
that  IRS  said  would  raise  about  $0.5  billion  in  additional 
revenue  in  fiscal  year  1991  and  $5.7  billion  through  fiscal  year 
1995.  Congress  appropriated  $191  million  and  3,476  additional 
staff  years  for  those  initiatives.  Because  of  budget 
reallocations  and  hiring  delays,  IRS  now  estimates  that  these 
Initiatives  will  raise  about  $230  million  in  fiscal  year  1991 — 
less  than  half  the  original  projection. 
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IRS  based  the  original  revenue  projections  on  the  assumption 
that  it  would  begin  hiring  the  additional  staff  on  October  1, 

1990.  Because  IRS  did  not  receive  its  fiscal  year  1991 
appropriation  until  October  27,  1990,  it  did  not  begin  hiring 
until  early  January  1991.  IRS  hopes  to  fully  staff  the 
initiatives  by  the  end  of  fiscal  year  1991.  Even  with  this 
hiring,  IRS'  total  enforcement  staffing  will  be  well  below  that 
realized  in  fiscal  year  1988.  For  exauaple,  IRS*  budget  documents 
show  that,  on  the  average,  IRS  had  16,558  revenue  agents  in 
fiscal  year  1988  compared  to  the  15,680  revenue  agents  that  are 
expected  for  fiscal  year  1991. 

IRS  also  restructured  the  1991  initiatives  by  dropping  two 
service  center  initiatives  and  adding  another  collection 
initiative.  One  of  the  initiatives  dropped  was  aimed  at 
increasing  correspondence  audits  and  other  service  center 
contacts  with  taxpayers  about  problems  with  their  returns.  The 
other  Initiative  sought  to  identify  noncustodial  parents  who 
incorrectly  claim  their  child's  exemption  on  their  federal  tax 
returns.  In  lieu  of  these  two  initiatives,  IRS  added  an 
initiative  that  will  attempt  to  secure  an  additional  142,000 
delinquent  returns  between  January  1,  1991,  and  September  30, 

1991.  This  initiative  was  one  of  six  that  had  been  authorized  by 
Congress  for  fiscal  year  1990  but  were  not  implemented  that  year 
because  IRS  had  to  reallocate  the  funds  to  cover  unbudgeted  cost 
increases.  With  the  new  mix  of  compliance  initiatives  for  fiscal 
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year  1991,  IRS  hopes  to  achieve  about  S6.2  billion  in  additional 
revenue  by  fiscal  year  1995. 


MAINTAINING  LABOR  AMP  SUPPORT  COSTS  ACCOUNTS 

FOR  LARGEST  PORTION  OF  FISCAL  YEAR  1992  BUTCET  INCREASE 


Now  turning  to  the  fiscal  year  1992  budget.  The  large  budget 
shortfalls  IRS  experienced  in  fiscal  years  1989  and  1990  were 
attributed,  in  part,  to  underestioatlng  base  labor  and  support 
requirements.  Thus,  IRS'  first  budget  priority  for  1992  is  full 
funding  for  existing  staff  and  related  support  costs.  This 
accounts  for  about  51  percent  of  the  fiscal  year  1991  Increase 
over  the  1991  authorized  level. 

The  budget  totals  $6.7  billion  and  provides  for  116,585  average 
positions,  a  net  increase  of  $622  million  (10  percent)  and  963 
average  positions  (1  percent)  over  the  authorized  levels  for 
fiscal  year  1991.  The  $622  million  increase  is  a  net  of  $763 
million  in  increases  and  $141  million  in  decreases.  The 
increases  include 

$388  millioo  for  labor  and  support  costs; 

$256  million  for  information  systems,  of  which  $162 
million  is  for  IRS*  modernization  effort; 
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—  S57  million  for  new  compliance  and  management 

initiatives^  of  which  $34  million  is  to  increase  the 
collection  of  delinquent  accounts; 

$46  million  to  annualize  the  costs  associated  with  the 
1991  compliance  initiatives; 

/ 

$16  million  workload  increases*  the  bulk  of  which 
will  be  used  to  process  an  additional  2.6  million  tax 
returns* 

The  $141  million  decrease  is  for  nonrecurring  costs  and  expected 
savings*  which  according  to  returns  processing  officials*  include 
savings  of  $17  million  from  electronic  filing  and  $15  isillion 
froB  the  on-llne->entity  system.  The  on-line  entity  system  is  one 
of  the  projects  that  will  be  discussed  as  part  of  our  Information 
Management  and  Technology  Division's  testimony. 

Ne  believe  that  the  1992  budget  is  cast  in  a  way  that  continues 
the  positive  steps  taken  last  year  to  more  accurately  reflect  on¬ 
board  labor  costs  and  thus  improves  the  chances  that  new  program 
initiatives  will  be  Implemented.  For  example*  compared  to  past 
budgets  that  required  IRS  to  absorb  at  least  some  of  the  federal 
pay  increase*  the  fiscal  year  1992  budget  provides  funding  for 
all  of  the  anticipated  4.2  percent  pay  increase.  It  also  more 
realistically  assumes  that  revenue  initiative  staff  will  be  on 
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board  mid-way  through  the  fiscal  year  rather  than  at  the  start  of 
the  year. 

Some  of  the  $141  million  in  decreases  may  not  be  realistic.  For 
example^  the  returns  processing  function  is  being  cut  about  900 
average  positions  due  to  the  expected  savings  from  on-line  entity 
systems  and  electronic  filing.  Accc'rding  to  returns  processing 
officials,  to  realize  the  estimated  savings  for  electronic 
filing,  25  million  returns  would  have  to  be  filed  electronically 
in  fiscal  year  1992.  IRS  currently  estimates  that  it  will 
receive  6.2  million  electronically  filed  returns  this  year  and  is 
expecting  8.2  million  in  1992. 

In  addition,  the  1992  budget  was  adjusted  for  certain  costs  that 
should  not  recur— for  example,  a  $15  million  computer  purchase 
budgeted  for  fiscal  year  1991.  Such  adjustments  assume  IRS  will 
spend  1191  funds  for  their  intended  purpose  and  not  divert  them 
to  other  areas. 

Proposed  increase  to  collect  delinquent  accounts 

The  largest  compliance  program  increase  in  the  fiscal  year  1992 
budgot  is  for  6  71  staf^  years  aiid  $^4  million  to  enable  IRS  to 
collect  more  delinquent  accounts.  As  we  have  testified  in  the 
past,  IRS  does  not  have  the  necessary  information  to  determine 
how  many  staff  it  needs  to  collect  «ts  accounts  receivable. 

I 
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Considering  the  size  of  the  accounts  receivable  iriventory, 
however,  we  believe  the  authorization  of  additional  staff  in 
fiscal  year  1992  is  appropriate— especially  in  light  of  the 
reduced  staffing  levels  that  resulted  frora  2  years  of  hiring 
freezes.  For  exanple,  the  average  number  of  revenue  officers  in 
the  collection  activity  had  decreased  from  3,236  in  fiscal  year 
1983  to  7,601  in  fiscal  year  l490.  In  the  longer  term,  IRS  needs 
to  change  the  way  it  carries  out  its  collection  activities  based 
on  sound  financial  and  management  information. 

IRS  has  taken  some  steps  to  develop  better  information — 
information  that  can  be  used  to  obtain  meaningful  collection 
trends.  We  used  the  information  in  work  we  are  doing  at  the 
request  of  the  Chairman.  He  analyzed  the  limited  historical  data 
IRS  now  has  available  to  project  the  ultimate  disposition  of  the 
almost  $93  billion  accounts  receivable  balance  as  of  September 
30,  1990.  The  analysis  shows  that,  if  IRS  continues  to  do 
business  as  usual,  it  will 

—  collect  only  $23  billion,  or  less  than  one-fourth  of 
the  accounts  receivable  balance, 

abate  at  least  $24  billion,  and 

—  write  off  naarly  $46  billion  due  to  the  expiration  of 
the  10-year  statutory  collection  period. 
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These  results  should  not  be  viewed  as  an  indicator  of  iJtS* 
overall  collection  effectiveness  because  IRS  collects  oany  new 
receivables  before  they  become  part  of  the  year-end  inventory. 
The  $23  billion  collection  estimate  also  needs  to  be  coc^ared 
with  the  portion  of  the  receivables  that  could  be  collected. 
Clearly#  for  example,  most  of  the  $24  billion  to  be  abated  would 
represent  amounts  that  should  not  have  been  included  in  the 
Inventory.  Little  is  known#  on  the  other  hand#  abo^t  the 
characteristics  and  validity  of  the  $4$  billion  we  estimate  will 
be  written  off.  That  type  of  information  is  critical  to 
developing  a  collection  strategy. 

Issues  to  be  considered 
in  assessing  the  adequacy 
of  the  fiscal  year  l#'ft2  budget 

We  will  now  discuss  two  issues  that  the  Subcommittee  may  want  to 
consider  during  its  debate  on  the  adequacy  of  Ills'  proposed 
budget.  We  raise  these  issues  to  clarify  what  the  proposed 
budget  will  provide,  not  necessarily  to  advocate  additional 
funding.  We  realise  that  the  amount  of  "discretionary  funding” 
is  limited  and  that  funding  decisions  will  be  difficult. 
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Level  of  toll-free  telephone  service 


First  is  the  question  of  whether  the  74  percent  level  of  toll- 
free  telephone  service  provided  for  in  the  budget  is  acceptable. 
IRS  defines  the  level  of  service  as  the  number  of  telephone  calls 
IRS  answers  relative  to  its  estimate  of  the  number  of  persons 
calling  for  assistance.  The  level  proposed  for  fiscal  year  1992 
is  slightly  below  the  76  percent  level  that  IRS  expects  to 
provide  in  fiscal  year  1991.  As  we  will  discuss  Iater(  this 
year's  level  of  service  statistic  translates  into  a  42  percent 
answer  rate. 

IRS  originally  sought  funding  to  provide  an  85  percent  level  of 
service  in  Etsc^l  year  !992.  Outing  the  budget  fomulation 
process#  hewever#  t:'.  Treasury  Department  concluded  that  "there 
appears  to  be  an  acceptable  congressional  tolerance  of  a  75 
percent  service  level  in  the  current  budget  environment."  We  do 
not  know  what  level  of  service  is  acceptable  to  Congress  in 
general  or  to  the  Subcommittee  in  particular.  We  believe  that 
the  acceptability  of  a  particular  level  of  service  would  depend 
in  a  large  part  on  the  quality  of  that  service.  As  we  will 
discuss  later#  the  quality  of  IRS'  service  has  been  improving. 
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Audit  coverage 


The  fiscal  year  1992  budget  proposes  an  increase  of  86 
examination  staff  years  to  enable  IRS  to  increase  the  number  of 
examinations  of  high  dollar  tax  returns.  This  increase,  however, 
will  only  expand  audit  coverage  by  .01  percentage  point  over  the 
fiscal  year  1991  level,  thus  doing  little  to  reverse  the  steady 
decline  in  audit  coverage.  Overall,  audit  coverage  has  declined 
from  1.3  percent  in  fiscal  year  19BS  to  0.84  percent  in  fiscal 
year  1990  a;  is  expected  to  increase  to  0.91  percent  in  fiscal 
year  1992.  Figure  1  shows  the  trend  in  audir  coverage  since 
1985  for  individual  and  corporate  returns. 


Figure  It 

Individual  and  Corporate  Audit  Coverage, 
Fiscal  Years  1985  Through  1990 
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IRS  has  said  that  audit  coverage  does  not  present  a  complete 
picture  of  enforcement  presence,  that  the  decline  in  audit 
coverage  for  individual  taxpayers  does  not  take  into  account 
contacts  through  the  Information  Returns  Program  (IRP). 

IRP,  however,  has  some  limitations,  it  can  check  only  the  income 
and  few  deductions  for  which  IRS  receives  information  returns. 
Also,  over  half  of  the  potential  underreporter  cases  identified 
by  IRP  are  not  productive  because  of  various  errors  made  by  f 
taxpayers  and  employers.  Finally,  there  is  no  IRP  for 
corporations.  In  March  1987,  GAO  testified  on  the  merits  of 
establishing  a  business  information  returns  program. 2  While  IRP 
is  a  valuable  supplemer.t  to  audit  preserce,  we  believe  the 

threat  of  an  audit  is  x  key  corv>  nent  to  maintaining  voluntary 
compliance.  We  are  concerned  that  thu  decline  in  audit  coverage 
will  encourage  more  people  to  play  the  "audit  lottery”. 


THE  1991  FILING  SEASOH 

This  year's  filing  season,  like  those  of  the  past  few  years, 
appears  to  be  proceeding  successfully.  We  assessed  various  IRS 
indicators  relating  to  taxpayer  service,  forms  distribution,  and 
returns  processing  and  did  our  test  of  the  availability  of  forms 
and  publications.  We  saw  little  to  give  us  cause  for  concern. 


2The  Merits  of  Establishing  a  Business  Information  Returns 
Program  (GAO/T~GGD~^7~4,  March  17,  19^7). 
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The  one  area  that  was  a  specific  problem  last  year— taxpayers* 
ability  to  get  through  to  IRS  over  the  telephone — is  still  a 
concern,  although  performance  appears  to  have  improved  somewhat 
compared  to  last  year. 

Telephone  assistance 

IRS'  telephone  assistors  have  continued  to  Improve  the  accuracy 
of  their  answers  to  test  tax  law  questions  this  year.  It  is 
unclear,  however,  whether  service  availability  is  better  or  worse 
than  last  year— and  that  is  a  concern. 

Telephone  assistors  are  ans%fering  test  tax  law  questions 
accurately  about  81  percent  of  the  time,  according  to  IRS* 
Integrated  Test  Call  Survey  System  (ITCSS).  This  is  higher  than 
the  76  percent  accuracy  rate  at  about  the  same  time  last  year  and 
compares  favorably  with  the  1989  filing  season  accuracy  rate  of 
63  percent.  Although  still  short  of  the  85  percent  goal  IRS  set 
for  this  year,  the  upward  trend  is  encouraging. 

We  monitored  327  test  calls  made  by  IRS  between  March  4  and 
March  15.  Our  scores  of  those  calls  agreed  with  IRS  scores  about 
95  percent  of  the  time.  Because  of  the  consistency  of  these 
results,  we  believe  that  the  85  percent  accuracy  rate  IRS 
reported  for  each  of  the  2  %Meks  is  reliable.  The  calls  we 
scored  also  indicated  an  accuracy  rate  of  85  percent.  We  will 
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continue  to  monitor  test  calls  throughout  the  filing  season  and 
will  provide  the  results  to  the  Subcommittee  for  the  hearing 
record. 

We  believe  that  IRS'  improvement  in  test  call  accuracy  over  the 
past  2  years  stems  primarily  from  (1)  continuing  top-to-bottom 
management  emphasis  and  involvement  and  (2)  development  and 
implementation  of  standards  for  evaluating  and  improving  the 
telephone  assistance  program.  The  Commissioner  has  continued  to 
emphasize  improving  assistor  accuracy  and  our  visits  to  the  field 
indicate  that  this  emphasis  is  clearly  understood  and  is  being 
acted  on  by  top  field  managers#  supervisors#  and  assistors  on  the 
line. 

Challenges  remain#  however#  particularly  in  the  areas  of 
stabilizing  the  assistor  work  force#  strengthening  training#  and 
incorporating  automation  into  the  program. 

The  absence  of  agreed>upon  standards  for  evaluating  and  improving 
the  telephone  assistance  program  has  been  a  matter  of  concern  to 
us  and  to  IRS  for  several  years,  we  believe  this  problem  has 
been  overcome.  First#  the  test  that  GAO  and  IRS  have  worked 
together  to  develop  has  established  a  nationwide  standard  for 
assessing  call  site  performance.  The  results  of  the  test,  along 
with  other  data#  are  being  used  by  IRS  managers  to  make  resource 
and  workload  allocation  decisions  and  to  identify  and  correct 
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problems  in  answering  taxpayers'  questions.  The  test  has  also 
created  a  healthy  competition  among  the  call  sites,  which  we  and 
IRS  officials  believe  ^.s  contributing  to  better  performance. 

Second,  IRS  has  completed  and  issued  a  single  nationwide  probe 
and  response  guide  to  aid  assistors  in  probing  to  obtain  all  the 
facts  needed  about  a  taxpayer's  situation  before  attempting  to 
answer  the  question.  The  use  of  this  guide  by  assistors  and 
sjpervisors  has  been  made  mandatory,  and  training  on  how  to  use 
it  has  now  been  provided.  We  believe  that  the  development  and 
nationwide  use  of  this  guide  has  already  contributed  a  great  deal 
to  IRS*  improved  accuracy.  The  guide  contains  uniform  standards 
for  acceptable  responses.  Thus,  it  is  both  a  standard  and  a 
tool  that  provides  a  frametrork  for  training,  a  basis  for 
measuring  assistor  performance,  and  a  means  for  identifying  and 
correcting  performance  problems. 

Much  has  been  accomplished  in  the  past  few  years,  but  much 
remains  to  be  done  to  ensure  that  taxpayers  receive  accurate  and 
timely  assistance. 

IRS  continues  to  experience  heavy  attrition  in  its  assistor  work 
force,  particularly  among  seasonal  employees.  IRS  estimates  it 
lost  about  1,230  seasonal  employees  during  fiscal  year  1990.  It 
is  working  to  increase  the  percentage  of  permanent  employees. 
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which  should  reduce  turnover  and,  if  successful,  reduce  the  cost 
of  training  new  employees  each  year. 

GAO  and  IRS  have  both  studied  assistor  training  during  the  past 
year  and  concluded  that  the  training  had  improved,  but  further 
improvements  were  needed.  We  are  preparing  a  report  that 
recommends,  for  example,  that  IRS  reduce  the  number  of  "yes"  or 
"no"  questions  on  classroom  tax'^law  tests  and  suba-titute 
questions  to  test  students'  probing  skills.  We  also  are 
recommending  that  IRS  develop  an  experienced  training  corps  to 
revise  the  course  material.  Currently,  revisions  to  the 
previous  year's  training  materials  are  made  by  staff  that  have 
little  or  no  experience  in  course  devolopaMnt.  we  will  continue 
to  monitor  IRS*  efforts  to  improve  assistor  training. 

Another  important  tool  intended  to  improve  telephone  assistors* 
performance  is  the  Taxpayer  Service  Expert  Assistance  System. 

This  automated  system,  now  incorporated  into  a  broader  system 
called  the  Taxpayer  Service  Integrated  System  (TSIS),  was  first 
tested  during  the  1990  filing  season  at  the  Boston  call  site.  As 
the  Subcommittee  requested,  we  have  reviewed  IRS*  progress  with 
TSIS  since  that  time. 

IRS  needs  better  information  before  it  can  Justify  investing  in 
TSIS,  including  information  on  the  specific  benefits  of 
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installing  it  and  on  %rheth«r  non-automation  alternatives  would 
be  oore  cost  effective. 

The  Boston  call  site  test  was  inconclusive.  The  accuracy  of 
responses  to  taxpayer  questions  improved  at  Boston  by  about  21 
percentage  points#  but  other  call  sites  also  improved 
substantially  without  the  automated  system.  For  example#  during 
the  1990  filing  season#  23  call  sites  improved  accuracy  by  more 
than  10  percentage  points  through  management  initiatives  and  3  of 
the  23  sites  increased  accuracy  more  than  the  Boston  site. 

ZRS  is  testing  TSIS  again  during  the  1991  filing  season.  Prom 
these  tests  it  had  hoped  to  get  enough  information  to  decide 
whether  to  begin  installing  TSZS  at  all  32  call  sites*  The  tests 
are#  however#  either  flawed  or  limited  in  ways  that  will  result 
in  information  that  will  not  provide  an  adequate  basis  Cor  IRS  to 
decide  how  to  proceed.  Essentially#  the  tests  are  not  structured 
to  isolate  and  measure  the  system’s  results  separate  from  other 
non-automation  changes. 

Because  of  concerns  similar  to  ours#  the  Office  of  Management  and 
Budget  denied  IRS'  fiscal  year  1992  budget  request  of  $41  million 
for  TSIS.  Consequently#  ZRS  recently  decided  to  continue 
testing  during  fiscal  year  1992#  instead  of  beginning  to  install 
TSZS.  We  endorse  this  decision  and  recommend  that  these  tc'^ts  be 
constructed  to  measure  specific  benefits  of  the  system  and  that 
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IRS  evalu&te  at  each  site  whether  non-autOAation  alternatives  ace 
more  cost  effective  than  TSIS. 

There  is  conflicting  information  as  to  how  successfully  taxpayers 
may  be  getting  through  to  IRS  this  year  compared  to  last.  Using 
IRS  data  on  the  number  of  calls  received  and  answered,  we 
computed  an  answer  rate  of  42  percent  as  of  March  9,  1991, 
compared  to  34  percent  last  year.  ITCSS  statistics,  however, 
show  that  for  the  «feek  ended  March  16,  IRS'  test  callers  %rere 
able  to  get  through  on  their  first  call  only  38  percent  of  the 
time,  which,  on  its  face,  looks  like  a  considerable  drop  off  in 
performance  from  last  year.  At  the  same  time  last  year,  IRS' 
teat  callers  got  through  47  percent  of  the  time  on  their  first 
attempt. 

Fewer  taxpayers  are  calling  IRS'  toll-free  lines  and  IRS  added 
resources  to  increase  'he  availability  of  telephone  service.  As 
of  March  9,  1991,  XRS  statistics  show  that  taxpayer  demand  for 
telephone  service  was  running  7  percent  below  the  demand  XRS 
expected  for  1991  and  4  percent  below  actual  1990  demand.  Xn 
part  because  XRS  estimated  that  demand  for  toll-free  telephone 
assistance  would  increase  10  percent  between  fiscal  years  1990 
and  1991,  it  purchased  new  telephone  equipment,  increased  the 
number  of  new  phone  lines  at  its  toll-free  sites  by  12  percent, 
and  increased  the  numtier  of  telephone  assistor  staff  hours  by 
almost  7  percent. 
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We  asked  IRS  taxpayer  service  officials  why,  in  light  of  the 
lower- than->expected  demand  this  year  and  the  additional 
resources,  telephone  availability  was  not  any  better.  They  said 
that  the  toll-free  sites  were  not  using  all  the  allocated  staff 
so  as  to  be  able  to  meet  a  pick-up  in  demand.  IRS  staffing 
levels  bear  this  out.  As  of  March  9,  1991,  IRS  had  about  6 
percent  fewer  staff  devoted  to  taxpayer  service  functions  than  at 
the  same  time  In  1990.  The  officials  said  they  were  encouraging 
the  toll-free  sites  to  increase  their  service  levels,  which 
should  make  it  easier  for  taxpayers  to  reach  IRS  in  the  coming 
weeks. 

Fotas  and  publications 

In  li'-ht  of  IMS'  success  in  improving  the  availability  of  tax 
materials  in  recent  years,  we  reduced  the  number  of  walk-in  site 
visits  and  mail  and  phone  orders  made  to  monitor  the  1991  filing 
season.  Our  visits  to  walk-in  sites  and  the  results  from  our 
nail  and  phone  orders  indicate  that  tax  materials  are  readily 
available  to  taxpayers  this  year. 

Between  February  21  and  March  I,  1991,  we  visited  10  walk-in 
oites  in  6  states  and  the  District  of  Columbia  to  check  on  the 
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availability  of  87  forms  and  publications  that  all  walk>in  sites 
are  required  to  stock.  Six  sites  had  all  the  required  iteas,  3 
sites  were  missing  1  item  each,  and  1  site  was  nissJng  2  items. 
This  compares  favorably  with  last  year's  visits  to  13  sites 
between  January  22  and  February  26  when  we  check««d  the 
availability  of  82  mandatory  items  and  found  that  1  site  was 
missing  8  items,  2  sites  were  missing  6  items,  9  sites  were 
missing  between  1  and  S  items,  and  1  site  was  missing  nothing. 

Taxpayers  can  also  order  tax  materials  by  mail  or  phone  from  one 
of  IRS'  three  distribution  centers.  This  year,  we  ordered  forms 
and  publications  from  two  centers.  Between  February  12  and 
February  28,  we  placed  22  mail  and  phone  orders,  each  order  was 
for  4  items  selected  randomly  from  IRS'  list  of  87  mandatory 
items.  As  of  March  15,  we  had  received  82,  or  93  percent,  of  the 
88  items  ordered.  We  received  73  percent  of  our  nail^ordered 
items  and  100  percent  of  our  phone-ordered  items  within  the  2 
weeks  that  IRS  tells  taxpayers  to  expect  delivery.  We  received 
88  percent  of  the  mail-ordered  iteaw  in  16  days. 

IRS'  own  tests  of  the  availability  of  tax  materials  show  somewhat 
mixed  results.  This  year,  IRS's  objective  is  to  accurately 
process  at  least  94  percent  of  its  phone  and  mail  orders.  In 
order  to  determine  whether  it  is  meeting  this  objective,  IRS 
staff  have  analysed  846  test  orders  made  between  November  26, 
1990,  and  February  23,  1991.  Those  results  shot^;  that  IRS 
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acc'jrately  filled  85  percent  of  its  phone  orders  and  95  percent 
of  its  nail  orders.  An  IRS  official  in  the  forms  and 
publications  distribution  area  explained  that  most  of  the  errors 
on  the  phone  orders  were  caused  by  sending  too  many  or  too  few  of 
the  requested  items. 

As  was  the  case  with  taxpayers  seeking  answers  to  tax  law 
qi>*-stions«  taxpayers  attempting  to  order  tax  materials  by  phone 
are  probably  having  less  trouble  reaching  IRS  this  year.  As  of 
March  9,  1991«  according  to  IRS*  statistics*  the  three 
distribution  centers  had  answered  about  2.9  million  or  54 
percent  of  taxpayers*  calls*  compared  to  2.7  million  or  46 
percent  of  the  calls  at  the  same  time  last  year. 

Returns  processing 

As  of  March  9*  1991*  according  to  various  XRS  indicators*  IRS 
has  done  a  good  job  processing  tax  returns  and  managing  service 
center  inventories.  IVo  patterns  have  emerged.  Mere  taxpayers 
are  filing  electronically  and  more  taxpayers  who  file  paper 
returns  are  using  form  1040A. 

As  of  March  9*  1991*  IRS  had  received  45.0  million  tax  returns* 
about  the  same  number  as  this  time  last  year*  and  had  processad 
about  72  percent  of  these  receipts*  down  about  1  percentage  point 
from  last  year. 
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More  taxpayers  are  filing  electronically  this  year.  As  of 
March  9,  1991*  IRS  had  received  5.9  million  electronically  filed 
returns — 81  percent  more  than  last  year.  IRS  believes  that 
eleccronic  filing  offers  considerable  advantages  to  taxpayers  and 
IRS  in  the  form  of  faster  refunds  and  fewer  processing  errors. 

We  are  currently  reviewing  IRS'  strategies  to  increase  the  number 
of  electronic  filers. 

Another  change  this  year  is  that  more  taxpayers  are  using  fora 
1040A  to  file  their  returns.  This  Is  occurring  because  IRS 
revised  the  form  to  allow  taxpayers  to  report  pension  income. 

IRS  estimates  that  about  4.5  million  more  taxpayers  will  be  able 
to  reduce  their  paperwork  burden  by  filing  form  1040A.  Through 
March  9*  1991*  IRS  statistics  show  that  952*000  more  taxpayers 
have  filed  I040A*  about  9  percent  more  than  last  year. 

Over  the  last  several  years*  IRS  has  begun  to  establish  specific 
objectives  for  service  centers  to  use  in  managing  their 
inventories.  These  inventories*  which  can  be  thought  of  as 
"things  gone  wrong*  or  needing  special  attention*  have  steadily 
decreased  over  this  period.  Those  decreases  have  continued  in 
1?91.  As  of  March  9*  decreases  for  six  of  the  seven  inventories 
ranged  from  1.6  percent  to  33.1  percent  below  1990  levels.  The 
seventh  inventory'~>rejects-»had  increased  16.2  percent*  which  IRS 
attribu*-ed  to  a  procedural  change. 


23 


1 


Errors  aade  in  processing  fn  r»turng 

Xn  the  past*  we  have  cited  IRS  statistics  on  the  percentage  of 
returns  involving  errors  made  either  by  the  taxpayer  in  filling 
out  the  return  or  by  IRS  in  processing  it  and  have  pointed  out 
that  many  of  the  same  types  of  errors  are  made  year  after  year. 

Xn  1990r  IRS  began  studying  several  types  of  recurring  errors  in 
the  hopes  of  having  some  solutions  in  place  for  the  1991  filing 
season.  Included  among  those  studies  were  such  problem  areas  as 
the  earned  income  credit  and  the  transcription  of  incorrect 
social  security  numbers  during  processing,  hs  of  February  1991# 
moat  of  those  studies  had  been  completed.  IRS  says  that  it  has 
already  implemented  some  of  the  solutions  recommended  by  the 
study  teams  and  is  considering  further  actions  for  implementation 
in  1992.  The  solutions  already  implemented  generally  involved 
increased  training#  changes  to  the  Internal  Revenue  Manual#  and 
changes  to  training  materials.  Other  changes  that  require  more 
study  or  that  cannot  be  effectively  implemented  until  1992 
involve  such  things  as  changes  to  forms. 

We  do  not  know  whether  the  implemented  changes  have  had  any 
effect  on  reducing  the  incidence  of  errors  this  year.  IRS*  list 
of  the  most  frequently-occurring  errors  this  filing  season# 
however#  still  includes  several  that  have  made  the  list  in  past 
years.  For  example#  IRS  data  entry  staff  are  not  properly 
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recording  dependent  designation  status  for  tax  purposes. 
Additionally,  taxpayers  continue  to  experience  problems  in 
computing  and  correctly  claiming  the  earned  income  credit. 

In  a  report  we  are  issuing  today  to  the  Subcoenittee,  we  also 
raise  questions  about  the  validity  of  IRS'  error  rate  dat*  as  an 
indicator  of  its  returns  processing  performance. 3  We  question 
that  data  because  it  includes  errors  made  by  taxpayers  and  counts 
as  errors  things  that  are  not  errors.  We  are  recommending ,  among 
other  things,  that  IRS  use  an  indicator  to  measure  returns 
processing  quality  that  specifically  identifies  the  extent  to 
which  errors  are  being  made  by  service  center  staff  In  processing 
the  returns.  That  report  also  includes  information  on  the 
quality  of  (11  service  center  correspondence  with  taxpayers  about 
adjustments  to  their  accounts  and  (2)  notices  ISS  sends  taxpayers 
informing  them  of  changes  made  to  their  returns  during 
processing. 


That  concludes  my  prepared  statement.  My  colleagues  and  I  will 
be  happy  to  respond  to  any  questions. 


^Tax  Administration »  IRS  Meeds  to  Improve  Certain  Measures  of 
Service  Center  Quality  (GAO/tItGD-Pl-ee#  March  20»  l^i^l). 
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Ordering  Inforaation 


Copies  of  GAO  reports  cited  in  this  statement  are  available  upon 
request.  The  first  five  copies  of  any  GAO  report  are  free. 
Additional  copies  are  $2  each.  Orders  should  be  sent  to  the 
following  address,  acconqpanied  by  a  check  or  money  order  made  out 
to  the  Superintendent  of  Documents,  when  necessary.  Orders  for 
100  or  more  copies  to  be  mailed  to  a  single  address  are 
discounted  25  percent. 

U.S.  General  Accounting  Office 
P.O.  Box  6015 
Gaithersburg,  MD  20877 

Orders  may  also  be  placed  by  calling  (202)  27S->6241. 


